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THE  STARTING  POINT  IN 
ACCOUNTANCY 


ATHORO  STUDY  of  the  fundamental  principles  of 
accounting  ought  to  be  part  of  the  equipment  of 
every  business  man.  The  fact  is  that  modem  accountancy 
enters  into  virtually  every  profession,  except  medicine 
and  one  or  two  others.  I  do  not  mean  that  accountancy 
need  be  or  should  be  the  ultimate  goal,  but  the  mastery 
of  accountancy  is  one  important  rung  in  the  ladder  lead- 
ing to  business  success. 
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ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold  faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  ligrhter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regulariy  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 
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THE  STARTING  POINT  IN  ACCOUNTANCY 

Aceonnting: — ^Its  Importance  to  Business.  It's  surprising  how  much 
better  one  can  work  at  a  thing  after  one  gets  the  big  vision  of  what  he  is 
accomplishing. 

Michael  Faraday  was  a  bookbinder's  apprentice,  with  apparently  no 

aim  in  the  world.   One  day,  while  binding  the  Encyclopedia  Bntannica,  he 

saw  an  article  on  electricity  and  read  it.    That  half-hour  of  reading  gave 

'  him  a  vision  that  changed  his  whole  life.    He  later  became  an  international 

authority  on  electrical  science.    He  achieved  the  immortality  of  fame. 

Marshall  Field  showed  no  liking  for  business  when,  as  a  young  man, 
he  clerked  in  a  general  store  in  Massachusetts.  His  employer  said:  "He 
isn't  cat  out  for  a  merchant."  Bat  when  young  Field  came  to  Qiicago 
and  saw  the  great  opportunities  for  success  which  that  thriving  city 
offered,  a  great  ambition  not  only  inspired  him  but  carried  him  on  to 
fortune  and  fame.  It  was  the  wider  vision  of  his  new  possibilities  that 
made  him  great. 

This  is  the  vision  of  accounting  we  want  yea  to  get. 

AU  Business  Dependent  upon  Aceoanting.  More  and  more  you  are 
bound  to  feel  that  the  success  of  all  modem  businesses,  irrespective  of 
whether  they  are  large  or  small,  depends  on  correct  control  thru  account- 
ing. When  you  watch  a  giant  locomotive  hauling  its  tons  of  freight; 
when  you  see  a  mighty  steamship  starting  out  for  some  port  on  the  other 
side  of  the  world;  when  you  stand  in  the  presence  of  roaring  blast  fur- 
naces, humming  factory  wheel*  vast  retail  businesses,  banks,  insurance 
companies,  municipalities,  state  governments,  or  the  national  govern- 
ment itself,  you  can  truthfully  say,  "Ck>rrect  accounting  methods  con- 
tribute largely  to  the  success  of  all  ^ese  activities." 

Everywhere  in  present-day  business  the  accountant  is  at  work.  The 
manufacturer  consults  him  about  his  costs.  The  merchant  comes  to  him 
for  price  information.  He  assists  the  credit  man  in  extending  credit,  and 
counsels  with  the  banker  and  the  capitalist  in  matters  of  finance. 

The  Accountant  in  Demand.  The  need  for  the  accountant  is  growing. 
Guesswork  methods  of  doing  business  no  longer  survive.  The  accountant 
of  toHlay  is  an  apostle  of  efficiency.  He  discovers  leaks  and  wastes.  He 
raises  the  danger  signal  against  wrong  practices.  The  saving  of  untold 
millions  of  dollars  in  industry  is  one  of  the  tasks  to  which  accountants 
devote  their  efforts. 

So  whatever  the  work  in  which  you  make  use  of  your  accounting 
knowledge,  be  assured  that  you  will  be  able  to  do  that  work  more  efficiently, 
more  profitably,  because  you  have  had  thoro  training  in  Higher  Account- 
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HOW  ACCOUNTING  PRACTICE  BEGAN 

Modern  accountine:  practice  has  reached  a  high  state  of  development. 
While  it  may  seem  somewhat  complex  at  times,  its  basic  principles  are 
few  and  simple.  In  order  that  you  may  see  these  principles  apart  from  the 
complexity  of  present-day  methods,  we  will  go  back  a  few  hundred  years 
to  the  time  when  accounting  was  in  its  very  crude  beginnings. 

By  understanding  how  it  started  you  will  see  why  there  is  nothing 
mysterious  or  difficult  about  accounting.  Simple  accounting,  that  is,  book- 
keeping or  record  keeping,  started  in  a  very  natural  way  and  probably 
without  any  conscious  planning.  Business  just  drifted  into  various  methods 
of  simple  record  keeping. 

For  the  purpose  of  illustrating  this  simplicity,  imagine  yourself  living 
in  the  sixteenth  or  seventeenth  century.  You  have  never  "Tcept  books" — 
in  fact,  you  have  never  even  heard  of  such  a  thing.  You  decide  to  start 
in  business  as  a  shoemaker.  One  of  the  first  things  you  do  is  to  buy  some 
tanned  hide  from  a  neighbor  for  which  you  agree  to  pay  $2.00.  You  also 
buy  an  awl,  some  waxed  thread,  and  other  simple  hand  tools  and  mate- 
rials you  need  to  pursue  your  trade.    You  pay  $1.00  cash  for  them. 

How  Bookkeeping  Started.  As  your  business  expanded  you  continued 
to  buy,  not  only  more  tanned  hides  ftvm  your  neighbor,  but  also  more 
matenals,  such  as  pegs,  nails,  thread  and  the  like.  Some  of  these  pur- 
chases you  paid  for  at  the  time,  while  the  others  you  agree  to  pay  for 
later.  Then,  too,  some  of  the  people  you  were  making  shoes  for  may  not  . 
have  paid  you  immediately  upon  delivery.  And  so  in  a  very  short  time 
you  found  yourself  entering  into  more  business  transactions  than  you 
could  rely  on  your  memory  to  keep  an  accurate  record  of. 

What  would  be  a  more  natural  thing  to  do  under  such  circumstances 
than  to  "jot  down"  somewhere,  either  on  a  piece  of  paper  or  on  the  wall, 
a  memorandum  of  these  various  transactions.  As  soon  as  you  started 
making  these  memorandums  you  became  a  bookkeeper,  altho  you  might 
not  have  thought  yourself  one. 

Bookkeeping  as  originally  developed  was,  therefore,  nothing  more  nor 
less  than  crude,  probably  unrelated,  memoranda  of  transactions  involving 
exchange  in  values ;  it  was  merely  a  "jotting  down"  or  "chalking  up"  of 
little  business  deals  with  no  attempt  to  classify,  analyze,  or  even  debit  or 
credit. 

The  early  methods  of  bookkeeping  may  be  defined  as  a  simple,  day  by 
day  story  of  daUy  business  happenings. 

Once  you  get  this  fact  clearly  in  mind,  the  whole  interesting  story  of 
modem  bookkeeping  and  accounting  will  be  more  readily  understood, 
because  it  all  started  from  this  simple,  unclassified  jumble  of  unrelated 
notations  representing  simple  business  transactions.  The  modem  com- 
plete systems  of  bookkeeping  and  accounting  have  grown  out  of  these 
crude  beginnings.  Their  development  has  been  largely  a  matter  of  assem- 
bling and  classifying  items  into  s«)arate  records  for  each  class. 
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Ordinal  Day  Bmsk  a  Mere  Diary.  Out  of  these  crude  daily  jottings  by 
primitive  tradesmen  the  so-called  "day  book"  was  developed.  It  was  at 
first  simply  a  sheet  of  paper,  or  a  board,  or  such  writing  material  as  was 
available  for  continual  use.  Thus  all  transactions  came  to  be  recorded  in 
one  place.  The  day  book  in  its  early  stages  might  have  appeared  some- 
what as  in  Figure  1. 


It  is  apparent  that  the  early  day  book  was  merely  a  diary  of  business 
transactions — no  money  columns,  no  debits,  no  credits — just  explanations 
of  simple,  daily  business  events  in  which  money  was  involved. 

The  Day  Boob  with  Money  Columns.  The  most  important  reason  for 
keeping  these  records  was  to  keep  track  of  money  or  values  received  or 
expended,  or  to  be  received  or  expended.  The  most  natural  thing  for  our 
primitive  bookkeeper  to  do  was  to  place  the  figures  representing  the  money 
values  in  a  prominent  position,  so  that  he  might  pick  out  the  amounts 
•  easily  and  quickly.  This  prominent  position  might  have  been  to  the  left 
or  to  the  right  of  the  explanatory  section  of  the  entry.  Assuming  that 
the  figures  were  placed  to  the  right,  the  day  book  just  described  would 
have  appeared  as  in  Figure  2. 

This  is  an  improvement  upon  the  first  "day  book."  We  can  clearly  see 
the  values  that  are  received,  to  be  received,  expended,  or  to  be  expended. 
Merely  looking  at  the  money  amounts,  however,  gives  us  no  clue  as  to  the 
nature  of  the  transaction.  Yet  we  may  rest  assured  that  the  maker  of 
such  a  day  book  would  have  been  vitally  interested  in  knowing  what  each 
item  represented — whether  it  meant  money  to  come  in,  money  received. 
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money  to  be  paid  out,  or  money  already  paid  out.    He  would  naturally  feel 
the  need  of  knowing: 

1.  To  whom  he  owed  money 

2.  From  whom  money  was  due 

■S.    If  money  paid  out  reduced  his  debts 

4.    If  money  received  decreased  amounts  due  him 

Such  questions  would  come  to  the  mind  of  anyone  dealing  in  any  kind 
of  values,  and  would  naturally  result  in  some  simple  subdivisions  of  trans- 
actions so  that  these  questions  would  be  fully  answered.  Such  subdivisions 
were  made  even  in  the  early  days,  the  result  being  the  creation  of  other 
records  subsidiary  to  the  day  book,  altho  the  day  book  continued  to  be 
used  as  a  daily  record  of  business  transactions. 


FioDU  2 

Separate  Records  for  Cash  Transactions.  Every  business  man  is  inter- 
ested in  knowing  what  cash  funds  are  on  hand.  Without  such  knowl- 
edge not  even  the  simplest  business  could  be  conducted  successfully.  What 
is  more  natural,  then,  than  to  keep  a  separate  record  of  all  cash  received 
and  cash  paid  out?  As  a  result,  we  have  the  cash  book — one  page,  or  one 
side,  used  to  record  the  cash  received;  the  other  side  used  to  enter  the 
cash  disbursed.  That  the  cash  received  was  placed  on  the  left  side  and 
the  cash  disbursed  on  the  right  was  [ovbably  accidental,  because  the  early 
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bookkeeper  knew  nothing:  about  "debit"  (left  side  entry)  or  "credit"  (right 

side  entry).  These  terms  did  not  come  into  common  use  until  after  it  had 
become  the  practice  to  use  both  sides.  The  early  bookkeeper  was  inter- 
ested mainly  in  knowins:  what  he  took  in  and  what  he  gave  out.  Naturally 
he  had  to  keep  these  transactions  separate. 

How  the  Cash  Book  Was  Developed.  The  cash  book  did  not  take  the 
place  of  the  day  book.  The  items  it  contained  were  posted — transferred — 
from  the  day  book.  The  bookkeeper  simply  picked  out  the  cash  entries 
from  his  day  book  and  copied  them  in  the  cash  book.  The  primitive  cash 
book,  like  the  first  day  book,  was  probably  no  more  than  a  simple  memo- 
randum book,  presumably  without  money  columns,  because  in  those  days 
paper  and  printing  were  expensive.  So  the  early  cash  book  probably  re-  • 
serabled  Figure  8. 


As  stated  before,  altho  the  cash  book  recorded  separately  all  cash 
transactions,  they  were  also  entered  first  in  the  day  book.  This  duplica- 
tion of  work  continued  for  a  long  time,  and  only  when  the  cash  dealings 
became  too  heavy  was  the  extra  work  realized  and  eliminated.  If  a  cash 
book  recorded  all  cash  transactions,  then  it  was  merely  a  duplication  of 
effort  to  enter  the  same  transactions  in  another  book.  Therefore  it  came 
about  that  all  cash  items  were  entered  dk-ectly  in  the  cash  book.  The  day 
book  took  care  of  all  other  business  transactions — those  which  had  to  do 
with  future  cash  settlements — that  is,  with  sales  on  time  and  purchases  . 
on  time.  In  its  early  stages,  however,  the  day  book  was  not  a  journal  (a 
book  you  will  learn  more  of  later)  as  we  know  it  to-day ,because  there 
were  no  debit  and  credit  columns  in  the  day  book. 

The  Primitive  Ledger.  In  alt  probability  the  ledger— the  book  that 
contains  the  accounts  with  individuals — grew  first  out  of  the  day  book;  it 
did  not  develop  into  the  ledger  as  we  know  it  to-day,  but  into  a  memo- 
randum book  which  merely  indicated  that  a  credit  sale  or  a  credit  pnr- 
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chase  had  been  made.  The  early  ledger,  therefore,  contained  only  accoants 
with  persons.  Since  a  sale  on  credit  would  finally  yield  cash,  and  a  pur- 
chase on  credit  would  result  in  a  cash  payment,  the  value  of  goods  Bold 
to  an  individual  would  logically  be  recorded  on  the  left  side  of  the  ledger, 
and  the  purchase  from  an  individual  on  the  right  side  of  the  book.  Such 
an  early  ledger  might  have  been  something  like  Figure  4. 
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As  the  amounts  due  to  creditors  and  debtors  increased,  it  was  natural 
to  place  all  debtors'  names  in  one  book  and  all  creditors'  names  in  another. 
It  was  in  this  way  that  the  Accounts  Receivable  and  the  Accounts  Payable 
ledgers  originated — terms  which  you  will  fully  understand  later. 

"Debit"  and  "Credit"  Unknown  in  Primitive  Bookkeeping.  The  "debit" 
and  "credit"  feature  of  modern  bookkeeping  had  not  yet  appeared.  There 
was  only  a  single  entry,  either  in  the  cash  book  for  cash  transactions  or 
in  the  day  book  for  other  than  cash  transactions.  The  accounts  with  in- 
dividuals in  the  so-called  "ledgers"  were  just  ordinary  memoranda  under 
each  name,  of  amounts  due  or  owing,  copied  for  convenience  from  the  day 
book.  Therefore,  whenever  an  account  was  paid  the  ledger  account  would 
either  be  scratehed  or  canceled  or  the  word  "paid"  and  the  dato  it  was 
paid  written  across  it,  as  in  Figure  5. 

Fig  UBS  5 

When  an  amount  due  a  creditor  was  paid,  it' was  doubtless  marked  in 
the  same  way. 

Starting  Point  of  Double  Entry.  We  have  noticed  that  all  cash  received 
and  all  cash  to  be  received  has  been  placed  on  the  left-hand  side  of  a  book 
(the  latter  sometimes  in  a  separate  book  where  only  amounts  to  be  received 
were  entered),  and  that  moneys  disbursed  or  to  be  disbursed  have  been 
placed  on  the  right-hand  side.  From  this  point,  the  stop  to  double  entry 
was  a  simple  one. 

Let  us  see  how  double  entry  (the  entry  of  both  a  debit  item  and  a 
credit  item  for  each  transaction)  came  about.    To  illustrate;    take  an 
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account  receivable  which  represents  cash  to  be  received.  Suppose  that 
money  is  received  in  part  payment  of  this  account.  What,  then,  voold 
be  the  effect  of  such  receipt?  A  cash  disbursement,  representing  money 
actually  paid  out,  of  course,  reduces  the  cash  account,  and  is  entered  on 
the  right  of  the  cash  book  or  Cash  Account,  thus  denoting  a  reduction  of 
cash.  In  the  same  manner,  money  received  would  naturally,  as  in  the 
case  of  cash  disbursed,  be  placed  on  the  right-hand  side  (or  page)  of  the 
Accptmt  Receivable,  thus  also  denoting  a  reduction. 

Primitive  Method  of  Posting.  There  may  not  have  been  a  conscious 
posting  process  from  the  cash  book  to  the  ledger  at  first,  but  certainly  il 
cash  received  was  entered  in  the  cash  book  on  the  left-hand  side  anc 
appeared  again  on  the  right-hand  side  of  an  account  to  be  collected,  the 
step  to  an  actual  posting  or  transferring  process  depended  only  upon  th( 
number  of  cash  items.  When  these  increased  sufficiently  to  prevent  con- 
venient entry  in  both  the  cash  book  and  the  individual  account  at  the  same 
time,  the  transferring  of  the  cash  items  to  the  individual  accounts  prob 
ably  occurred  at  the  end  of  a  day.  And  in  order  that  the  bookkeepet 
might  know  that  all  cash  received  from  a  customer  was  also  properly 
entered  against  his  account,  he  would  naturally  put  some  kind  of  checli 
mark  in  his  cash  book  so  that  he  would  know  that  all  the  items  were 
properly  disposed  of. 

The  Meaning  of  Debit  and  Credit.  Since  cash  paid  out  to  a  creditoi 
would  naturally  reduce  the  cash  to  be  paid  out,  it  would  be  right  to  place 
any  such  payments  to  the  left  of  the  amounts  owing  to  individuals.  Al 
thus  stage  of  bookkeeping  we  can  readily  see  why  these  terms  were  latei 
used.  "Debit"  means  to  charge,  and  "credit"  comes  from  the  Latin  verb 
"credo"  (I  trust) ;  in  other  words,  if  any  one  becomes  indebted  to  us,  we 
charge;  when  he  pays,  our  confidence  in  that  individual  is  increased  be- 
cause he  proves  that  the  trust  was  warranted.  Again  we  credit  parties 
to  whom  we  owe  money  because  they  trust  us,  and  that  obligation  is  elimi- 
nated when  we  pay. 

The  Dcmble  Entry  Principle.  Simple  accounting  or  record  keeping  is 
as  old  as  business  itself.  As  far  back  as  recorded  history  goes  it  is  known 
that  accounts  were  kept  in  one  form  or  another. 

It  is  only  in  comparatively  modem  times  that  the  double  entry  prin- 
djAe — the  entry  of  a  debit  for  every  credit — became  the  recognized  foun- 
dation of  accounting.  To  the  Italians  belong  the  credit  for.  discovering 
and  developing  this  principle. 

We  have  referred  to  the  double  entry  principle  but  very  briefly  on  page 
6.  A  complete  and  xery  interesting  discussion  of  this  feature  of  modem 
accounting,  showing  you  just  what  it  means  and  how  to  use  it,  will  be 
given  in  a  later  lesson. 

You  will  also  see,  as  you  read  thru  the  lessons  that  are  to  follow,  how 
the  primitive  records  about  which  you  have  just  been  reading  grew  into 
the  more  elaborate  and  highly  standardized  forms  used  in  modem  account- 
ing practice.   .You  will  find  it  easier  to  understand  the  various  books  of 
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modern  accounting  if  you  will  bear  in  mind  that  fundamentally  they  are 
simply  developments  and  r^nements  of  these  perfectly  simple  and  nat- 
ural foundations. 

Modem  Accounting  Practice.  Modem  accounting  practice  rests  npon 
the  basis  of  such  simple  fundamental  principles  as  have  been  outlined  to 
you  here.  The  application  of  these  principles  to  meet  the  requirements 
of  modem  business  has  necessitated  the  introduction  of  many  adaptations 
and  refinements  with  which  the  accountant  of  to-day  must  be  familiar.  He 
must  not  only  know  the  principles  of  debit  and  credit,  how  to  post  to  the 
ledger  and  many  other  accounting  operations,  but  he  must  also  be  trained 
in  the  preparation  of  correct  statements,  must  know  how  to  make  investi- 
gations into  the  adequacy  or  inadequacy  of  accounting  systems;  he  must 
know  how  to  determine  costs,  and  to  some  extent  he  must  know  Idie  prin- 
ciples of  business  organization  in,  order  to  suggest  improvements  in  the 
organizing  and  managing  of  modem  business  enterprises. 

The  modem  accountant  must  also  know  business  law,  because  legal 
rights  or  duties  involve  money  or  credit  and  are  at  the  basis  of  most 
business  transactions. 

In  order  to  meet  most  effectively  these  rigid  requirements,  the  account- 
ant of  to-day  must  of  necessity  not  only  be  well  informed  on  accounting 
principles  but  he  must  also  know  how  to  make  the  most  use  of  his  infor- 
mation. He  must  be  thoroly  trained.  He  must  know  both  the  theory  and 
the  practice  of  accountancy.  He  should  have  a  broad  business  outlook 
and,  if  he  is  to  make  a  real  success  of  his  work,  be  highly  specialized  along 
c^rtein  lines. 

HOW  THE  LA  SALLE  HIGHER  ACCOUNTANCY  COURSE  MEETS 
THIS  NEED 

The  course  of  training  which  you  have  now  definitely  undertaken 
gives  you  first  of  all  a  complete  training  in  elementary  and  advanced  prin^ 
dples  of  accounting  in  the  first  two  sections : 

Section  I — Elements  of  Accounting  Practice 
Section  n — Principles  of  Accounting  Practice 

The  first  section  begins  with  the  very  simplest  of  bookkeeping  and 
accounting  methods.  Even  tho  you  know  nothing  whatever  of  bookkeep- 
ing, these  methods  will  be  so  clearly  outlined  and  explained  that  you  will 
grasp  them  very  readily.  Thruout  this  section  you  will  familiarize  your- 
self with  the  "how"  of  doing  things  in  bookkeeping  and  elementary 
accounting. 

In  the  second  section  the  work  will  be  more  advanced  and  will  deal 
especially  with  the  "why,"  with  the  principles,  or  as  it  is  sometimes  put, 
with  the  theory  of  the  subject. 

Specialized  Accounting  Training.  Sections  I  and  n  give  you  a  working 
knowledge  of  general  accounting.    You  are  then  ready  to  apply  this 

Introdoctloii,  Page  8 


-d  by  Google 


knowledge  to  the  special  aecountiDg  problems  in  the  next  three  Bections 
which  are  as  follows: 

Section  m — Cost  Accounting  Procedure 

Section  IV — Auditing  Procedure 

Section  V — Accoonting  Systems  and  their  Installation 

In  Section  in  you  will  be  taught  the  principles  of  cost  accounting  and 
trained  in  the  actual  work  done  in  cost  departments.  Section  IV  explains 
the  work  of  the  public  auditor  and  trains  yon  to  do  the  work  of  a  staff 
man  in  public  accounting.  After  you  have  completed  Section  V  you  will 
be  able  to  judge  the  value  of  existing  accounting  systems  and  to  work  out 
improvements  or  install  entirely  new  systems  along  the  most  modem  lines. 

SPECIAL  TRAINING  IN  BUSINESS  LAW  AND  OEGANIZATION 

The  next  two  sections  of  the  course  are: 

Section  VI— Business  Law 
Section  VII — Business  Organization 

Every  accountant  must  know  at  least  the  elementary  legal  problems 
of  business.  Entries  that  he  will  make  on  the  books,  often  the  statements 
he  most  prepare  for  a  client  or  for  his  own  business,  will  be  affected  by 
legal  points  involved  in  interpreting  contracts,  partnership  agreements, 
the  by-laws  of  corporations,  or  other  forms  or  legal  documents. 

Special  Lectures  on  Bosiness  Subjects.  A  knowledge  of  general  busi- 
ness problems  and  practice  is  indispensable  to  every  accountant.  For  that 
reason  you  will,  from  time  to  time,  receive  lectures  on  general  business 
subjects  which  you  will  And  helpful  as  well  as  interesting.  These  lectures 
are  in  booklet  form  and  cover  such  subjects  as: 

Graphic  Charts  for  the  Business  Man 

The  Regulation  of  Corporations 

The  Detection  of  Fraud 

The  Employment  Deputment  and  Ehnploye  Relations 

Analysis  of  Financial  Statements 

You  will  receive  more  than  twenty  of  these  lectores  by  anthers  who 
are  leaders  in  their  respective  fields,  and  whose  work  is  authoritative. 
^ey  will  be  of  great  value  in  familiarizing  you  with  modem  business 
practice,  which,  of  course,  is  very  essential  to  your  success. 

OTHER  SPECIAL  FEATURES  OF  THE  COURSE 

The  Consoltation  Privil^e.  It  is  important  that  you  keep  in  mind 
your  consultation  privilege.  We  want  you  to  make  use  of  it  whenever 
you  feel  that  the  instructors  of  the  Higher  Accountancy  Department  or 
any  of  the  experts  of  other  departments  of  the  University  can  be  of 
service  to  you. 

Spedal  C  P.  A.  Training.  Besides  your  consultation  privilege  yon  will 
be  entitled  to  recdve  upon  graduation,  not  only  your  diploma  but  also  a 
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special  training  coarse  which  is  in  the  nature  of  a  postgradnate  course  tat 
those  planning  to  take  the  C.P.A.  examination.  You  are  also  entitled  upon 
graduation  to  a  special  elective  treatise  on  accounting  for  any  particular 
Unc  of  business  in  which  you  may  be  especially  interested. 

LaSalle  Service.  The  instruction  service  and  the  consultation  privilege 
are  the  real  personal  element  of  LaSalle  service.  This  service  is  made  to 
fit  your  individual  requirements  and  is  rendered  to  you  personally  and 
direct  by  your  instructors  and  the  consultation  staff  of  LaSalle  Extension 
University. 

Take  advantage  of  this  service  whenever  any  part  of  your  work  is  not 
perfectly  clear.  Master  each  lesson  as  you  go ;  do  not  allow  an  accumula- 
tion of  points  that  you  are  not  clear  on,  to  pile  up  on  you — this  will  slow 
up  your  progress  more  than  you  may  realize.  So  clear  the  way  as  you  go. 
Never  be  content  to  pass  a  point  you  fail  to  understand — it  may  be  vi^ 

THE  STARTING  POINT 

Your  work  will  begin  with  'The  Balance  Sheet"  in  Lesson  1,  and  "The 
Profit  and  Loss  Statement,"  Lesson  2.  These  are  important  business 
statements  which  every  business  man  wants  to  see.  The  man  in  business 
who  employs  an  accountant  needs  no  detailed  knowledge  of  accounting 
operations  to  understand  these  statements  and  their  uses.  We  want  you 
to  interpret  them  as  a  business  man  would  and  appreciate  clearly  their 
inmiense  importance  to  successful  business  management. 

HOW  TO  PROCEED  WITH  THE  WORK 

Assignment.  You  are  now  ready  to  attack  the  lessons  vigoroasly. 
Give  Lesson  1  a  thoro  reading,  aiming  to  get  not  only  a  detailed  knowl- 
edge, but  also  a  broad  survey  of  the  subject  treated.  Fix  in  mind  the 
central  idea  in  each  paragraph. 

After  you  have  read  carefully  this  assignment— and  fully  understand 
all  points  presented — prepare  solutions  to  the  problems,  following  the 
instructions  given. 

These  problems  are  practical  business  cases;  they  involve  questions 
which  the  man  in  business  or  his  accountant  must  meet  and  master.  In 
worldng  with- them,  you  are  equipping  yourself  in  the  best  possible  way  to 
meet  successfully  other  problems  in  business.  You  are  obtaining  PRAC- 
TICAL EXPERIENCE  of  the  best  possible  kind  in  your  chosen  work.  You 
are  gaining  an  experience  which  you  will  often  be  able  to  use  and  capitalize 
in  your  daily  work — an  experience  which  also  fits  you  for  the  bigger 
job  ahead.  You  are  getting  this  experience,  this  ability  to  apply  your 
knowledge,  under  the  helpful  guidance  of  the  accountants  on  our  staff. 

Practical  Solutions.  With  the  return  of  your  lessons,  the  University 
will  send  you  practical  solutions  for  the  problems.  These  solutions  have 
been  carefully  prepared  by  our  expert  accountants.  They  will  show  you 
the  best  form  to  follow  in  preparing  subsequent  work.    In  each  case,  these 
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s<dutioiis  will  prove  a  most  valuable  guide.  Carefully  studied  and  followed 
they  will  be  among  the  most  effective  aids  in  your  mastery  of  Higher 
Accountancy  and  your  advancement  in  the  business  world. 

Read  carefully  the  instructions  given  you  on  the  inside  page  of  your 
binder  cover.  These  are  important  and  will  be  found  valuable  if  carefully 
followed. 

Your  Bucceasful  training  now  depends  largely  upon  YOURSELF.  Send 
in  your  written  work  and  consult  with  your  instructors.  They  will  give 
you  sympathetic  and  helpful  suggestions.  Depend  upon  them  and  consult 
them  frequently.  And  kee^  io  mind  always  that  there  is  nothing  you  can- 
not have — no  success  is  going  to  be  denied  you — if  you  but  have  the  GRIT, 
the  DETERMINATION,  and  the  PERSISTENCE  to  win. 

Assignment  1  follows.  May  we  have  your  written  work  in  a  few  days, 
BO  that  we  can  tell  just  how  you  are  getting  along? 


"I  don't  think  much  of  a  man  who  is 

not  wiser  to-day  than  he  wasyeaterday." 

— Abraham  Lincoln. 
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Higher  Accountancy 


PRINCIPLES 
PRACTICE  «»</• 
PROCEDURE 


Elements  of  Accounting  Practice 

Assignment  1 

THE  BALANCE  SHEET 


QUOTING  from  the  Journal  of  Accountancy,  the 
,  authoritative  organ  of  the  professional  accountants 
of  the  United  States : 

*  *  *  the  accouiUing  profession  is  probably  the  best  paid  in  the 
world.  If  there  be  a  profession  in  which  the  average  compensation 
is  higher,  it  is  not  known  to  us. 

There  is  need  for  accoui^ants.  There  is  ample  compensation  for 
accountants.  There  is  no  prospect  that  the  supply  will  overtake  the 
demand  within  the  lifetime  of  even  the  youngest  of  us. 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold  faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lijrfiter 
type  are  those  yet  to  come.  TBey  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request 

1.  Hie  Balance  Sheet 

2.  The  Pn^t  and  Loss  Statement 

3.  The  Goteral  Ledger 

4.  Cloeing  the  Ledger 
6.  The  Joamal 

6.  Ckising  the  Ledger  by  Joamal  Entry 

7.  The  Cash  Joomal 

5.  Merchandise  Records — Ihe  Purchase  and  Sales  Jonmals 
9.  Sabdirisirai  of  the  Ledger 

10.  Colaninizatlon 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissolution  Problems — Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21 .  Corporation  Accoi;nting — Reorganizations — Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontradinc  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements — General  Review 
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THE  BALANCE  SHEET 

A  STATEMENT  OF  THE  FINANOAL  CONDITION  OF  A  BUSINESS 

Wherever  you  are  and  whatever  you  may  be  doing,  you  are  in  direct 
contact  with  business.    Look  about  and  see  if  this  is  not  true. 

You  are  daily  giving  up  values  that  you  possess  for  other  values  that 
you  desire  to  obtain.  When  you  go  into  debt,  you  receive  either  com- 
modities or  services  in  return.  When  you  write  a  check  or  issue  a  promis- 
sory note,  you  are  doing  business.  When  you  agree  to  work  for  your 
employer,  you  promise  to  give  him  your  services,  and  he  in  turn  assures 
you  a  fixed  amount  of  income.  He  is  buying,  and  you  are  selling.  This 
we  call  business,  because  both  of  you  enter  into  the  agreement  primarily 
to  make  profit.  Business  is  all  about  you.  The  newspapers  and  magazines 
bring  the  news  of  business  right  into  your  home. 

No  one  is  closer  to  business  than  you  are.  No  one,  therefore,  has  a 
better  opportunity  to  study  it. 

As  you  begin  this  training  in  Higher  Accountancy,  start  with  us  right 
where  you  are.  Your  intimate  relation  with  business  and  your  general 
knowledge  of  business  transactions  will  make  it  easy  for  you  to  begin  this 
study.  As  you  proceed,  you  will  learn,  step  by  step,  how  to  record  and 
analyze  business  transactions.  This  is  primarily  the  work  of  the  book- 
keeper and  the  accountant. 

It  is  practically  impossible  to  draw  a  sharp  dividing  line  between  the 
work  of  the  bookkeeper  and  the  duties  of  the  accountant.  Very  often  the 
bookkeeper  must  also  act  as  the  accountant,  but  where  the  business  is 
large  enough,  the  two  fields  are  definitely  separated. 

What  the  Bookkeeper  Does.  The  bookkeeper  records  the  transactions 
that  affect  the  business.  He  keeps  the  books.  He  also  tests  the  correctness 
of  his  work  frequently,  and  sometunes  he  is  required  to  make  out  the 
financial  statements. 

What  the  Accountant  Does.  The  accoimtant  designs  the  records  in 
which  the  bookkeeper  makes  his  entries.  He  installs  new  systems  of 
accounts,  or  improves  those  already  in  use.  He  audits  the  records.  He 
makes  periodic  summaries  from  the  ledger  in  order  that  the  proprietor 
may  know  the  financial  condition  of  the  business.  He  also  makes  monthly 
reports  of  the  progress  of  the  business.  From  the  data  collected  by  the 
bookkeeper,  the  accountant  determines  the  cost  of  manufacturing  and  the 
cost  of  operation.  He  is  expected  to  show  departmental  costs  and  profits. 
He  should  discover  the  leaks  in  a  business,  and  he  is  expected  to  give  advice 
on  how  the  profits  can  be  increased. 

Briefly  stated,  bookkeeping  is  the  recording  of  business  transactious; 
accounting  consists  of  an  analysis  and  interpretation  of  these  records.         i 


Accoantinf;  as  an  Aid  to  Business,  Modem  accounting^  is  an  essential 
and  practical  aid  to  business,  not  only  because  it  provides  for  an  accurate 
record  of  every  transaction,  but  also  because  from  this  detailed  record  it 
produces  reports  or  statements  of  business  conditions  and  operations. 
These  reports  are  made  out  as  often  and  as  elaborately  as  the  proprietor 
or  managrer  desires  them.  They  can  be  analyzed  and  compared  with  state- 
ments of  previous  periods.  Losses  and  gains  can  be  determined  quickly 
and  accurately.  Moreover,  the  future  policies  of  a  business  can  thus  he 
intelligently  controlled  and  directed.  Inefficient  methods  and  unnecessary 
exiKnses  can  be  eliminated,  costs  reduced,  and  profits  increased  when  these 
reports  of  the  accountant  are  properly  set  up  and  analyzed. 

If  the  accountant  ia  to  submit  reports  like  these  in  an  intelligent  man- 
ner, he  must  first  of  all  become  thoroly  familiar  with  accounting  practice. 
What  is  more,  he  must  acquire  a  general  understanding  of  business  prob- 
lems, which  he  attempts  to  solve  for  the  business  man. 

One  of  the  many  important  problems  that  confront  every  business, 
whether  large  or  small,  is  the  difficulty  of  knowing  its  exact  financial  con- 
dition. Managers  and  proprietors  are  usually  so  actively  engaged  with  the 
direction  and  operations  of  the  business  that  they  often  haven't  the  time, 
and  many  haven't  the  ability,  to  determine  with  any  degree  of  accuracy 
just  what  the  financial  condition  of  their  business  is. 

Here  is  where  the  accountant  gives  valuable  service.  From  the  records 
he  sets  up  what  is  called  a  balance  sheet — a  summary  statement  in  which 
he  lists  on  the  left  side  everything  the  business  owns,  and  on  the  right 
side  everything  the  business  owes  to  outsiders.  The  difference  between 
the  two  sides,  or  the  amount  which  must  be  added  to  the  right  side  to 
make  the  two  sides  balance,  represents  the  NETT  WORTH  of  the  business. 
If  the  business  owes  more  than  it  owns,  then  the  balancing  figure  is  called 
"deficit." 

THE  BALANCE  SHEET  IN  ACTUAL  BUSINESS 

To  illustrate  the  form,  the  underlying  principle  and  the  important  uses 
of  the  balance  sheet,  we  shall  introduce  you  into  the  actual  operations  of 
a  trading  concern,  "rhe  business  that  we  have  selected  is  the  Johnson  Mer- 
cantile Company,  of  which  Mr.  Johnson  Is  the  sole  proprietor. 

How  Mr.  Johnson  Started  His  Business.  He  started  a  retail  dry  goods 
store  in  May,  1917,  with  $30,000.00.  He  bought  a  building  and  lot  in  a 
desirable  location  for  $20,500.00.  The  lot  was  valued  at  $5,500.00  and  the 
building  at  $15,000.00.  "The  building  was  too  large  for  the  immediate  use 
of  the  business,  so  Mr.  Johnson  rented  space  on  the  second  floor,  thus 
realizing  extra  income  on  his  investment.  In  buying  this  property  he  paid 
^12,600.00  cash  and  gave  a  mortgage  for  the  balance,  $8,000.00.  This 
mortgage  was  payable  in  five  years.  He  could  have  paid  for  the  property 
in  cash,  but  in  this  way  he  would  have  reduced  his  working  capita  too 
mu(^. 

He  bought  show  cases,  shelving,  cabinets,  office  furniture,  and  other 
necessary  equipment  amounting  to  $4,500.76  and  paid  cash  for  them.  He 
also  found  that  he  needed  a  delivery  truck  and  purchased  one  for  $2,100.00, 
paying  $500.00  down  and  giving  a  note  for  the  balance. 
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Most  of  his  merchandise  was  bought  on  60  and  90  days'  time.  He  sold 
to  customers  both  on  account  and  for  cash.  He  found  that  it  was  occa- 
sionally desirable  to  require  notes  from  a  few  customers  who  wished  an 
extension  of  time.  On  December  31,  1921,  he  had  $2,500.00  worth  of  such 
notes  on  hand. 

Johnson's  Bnsinesa  Policy.  His  accounts  with  customers  on  December 
81.  1921,  totaled  $13,404.35,  which  indicates  that  he  did  a  considerable 
amount  of  his  business  on  a  credit  basis.  His  accounts  with  creditors 
amounted  to  $12,472.90. 

Mr.  Johnson  gave  fair  consideration  to  his  customers  in  case  goods 
were  defective.  If  they  returned  the  goods,  he  usually  gave  them  credit 
and  adjusted  his  books  to  show  the  sales  returns.  During  the  four  years 
he  had  built  up  a  prosperous  business.  In  1921i  according  to  his  last 
statement,  he  made  a  net  profit  of  $5,100.00,  which  was  17  per  cent  on  his 
original  investment  and  over  7  per  cent  on  sales.  His  total  sales  for  1921 
amounted  to  $70,141.22.  In  all  his  merchandising  Mr.  Johnson  preferred 
to  handle  the  better  grades  of  stock.  He  dropped  wholesalers  who  fur- 
nished the  poorer  grades  and  took  on  others  who  could  supply  him  with 
dependable  goods,  because  he  felt  that  satisfied  customers  were  one  of  the 
best  advertisements. 

He  also  watched  operating  expenses  closely.  His  business  required  one 
accountant  and  two  clerks.  Mr.  Johnson  did  the  buying  and  financing. 
Whenever  it  was  necessary  to  secure  loans  from  the  bank,  he  always  pre- 
sented the  request  himself,  with  all  the  necessary  papers  and  stat^ents. 

The  Underlying  Principle  of  the  Balance  Sheet.  In  order  to  understand 
better  the  bailee  sheet  of  the  Johnson  Mercantile  Company  in  the  form 
in  which  an  accountant  would  draw  it  up,  it  will  be  well  first  to  get  at  the 
underlying  principle  behind  the  balance  sheet  by  considering  a  few  simple 
forms  which  require  no  accounting  knowledge  to  comprehend. 

From  the  description  we  have  already  given  of  this  business,  Figure  1 
needs  little,  if  any  explanation.  It  merely  lists  on  one  side  of  the  sheet 
all  the  property  the  company  owns  and  on  the  other  all  the  debts  of  the 
company. 

The  total  on  the  left  side  is  larger  than  the  total  debts.  The  amount 
of  difference  between  the  values  owned,  $64,380.83,  and  the  total  debts, 
$28,472.90,  is  what  Johnson  could  really  claim  for  himself.  The  net  worth 
is  $40,857.93,  which  is  the  amount  necessary  to  make  the  two  sides  bal- 
ance.   This  represents  Johnson's  equity  in  the  business. 

EXPLANATION  OF  "ASSETS" 

All  the  values  that  the  Johnson -Mercantile  Company  had  a  title  to  and 
controlled  are  termed  assets.  This  is  true  in  the  case  of  any  business. 
Let  us  explain  further: 

Cash.  On  December  31,  1921,  the  company  had  cash  amounting  to 
$6,450.10.  This  amount  included  not  only  the  actual  cash  in  the  office  and 
the  money  on  deposit  in  the  bank,  but  also  all  checks  in  the  cashier's 
drawer.  Cash  is  an  asset,  therefore,  because  the  business  possesses  it 
and  controls  it. 
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Accounts  Receivable.  Under  this  item  are  included  all  amounts  due 
the  business  from  customers  who  bought  goods  on  account.  The  total 
outstanding  here  was  $13,404.85.  Statistics  indicate  that  about  80  per 
cent  of  all  business  to-day  is  transacted  on  a  credit  basis.  Merchandise  is 
sold  to  customers  on  good  faith,  and  these  accounts  receivable  are  values 
owned  by  the  business,  because  they  represent  a  claim  of  the  business 
against  outsiders. 
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■verythlag  tb«  Conpacy  Owns 


and  Controls 


Cash 

Due  fron  Customers  «  . 
Notes  Receivable  .  • 
llaroliaDdlse  on  Shelf  . 
Furniture  and  Fixtures 
Delivery  Equlpnent  .  . 
Building   .   .   .   .   . 


t  B, 450. 10 
IS.404,35 

2.500.00 
15,875.63 

4.500.75 

2,100.00 
15,000.00 

B, BOO. 00 


Everything  the  Company  Own 


Purohased  on  Account  . 
Botes  Bold  by  Outsiders 

against  the  Business 
Uortgage  on  Property  . 
Total  Debts  .... 
Balanoe: 

Bet  Worth     .... 


3.000.00 
8.000.00 


Thb  Baianci  Shebt  in  Fopuub  Tbms 
Fignn  !•  Here  you  have  a  very  simple  balance  sheet.  You  will  see  at  a  glance  that 
everything  the  business  owns  is  listed  on  the  left  side  of  the  balance  sheet  and  every- 
thkig  the  business  owes  is  listed  on  the  right  side.  It  is  reproduced  here,  not  because 
practicing  accountants  set  up  a  balance  sheet  in  this  form,  but  merely  to  indicate  the 
fundamental  principle  underlying  the  balance  sheet 

Notes  Receivable.  This  item,  which  amounts  to  $2,500.00,  means  that 
the  business  had  received  notes  from  customers  to  this  amount.  The 
company  holds  these  notes  as  claims  against  the  customers. 


Balance  Sheet,  Johnson  Uercantile  Company,  Dec.  31,  ISZl, 


Assets 

Cash 

Accounts  Receivable  . 
Notes  Reoelvable  .  . 
Hsrchandlse  Inventory 
Furniture  and  Fixtures 
Delivery  Equipment 

Building  

Land 


Liabilities  and  Capital 

iocounts  Payable. 112(472.90 

Notes  Payable   .  3,000.00 

Mortgage  Payable.  8.000.00 

Total  Liabilities  .  .   .  {23.472.90 

Johnson's  Hot  Worth 

Jan.  1,  1921  ,J35,757.93 


Thi  Balano  Shebt  ik  Accduntino  TnMB 
Figure  2.    There  is  no  difference  between  the  statement  shown  here  and  the  one  shown 
in  Figure  1  except  that  here  accounting  terms  are  used,  while  in  Figure  1  the  various 
items  are  expressed  in  the  simplest  terms  of  ordinary  business.    Familiarixe  yourself 
thoroly  with  the  accounting  terms  used,  because  they  will  be  referred  to  frequently. 

Merchandise.   This  includes  all  the  stock  on  hand  belonging  to  the  com- 
pany, even  tho  a  part  of  it  may  not  yet  be  paid  for. 
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Fnrnitare  and  Fistores.  This  item  is  self-explanatory  of  course  and 
includes  all  the  furniture  and  fixtures,  valued  at  i4>600.75,  in  the  posses- 
sion of  the  company.  The  dehvery  equipment  consists  of  one  delivery 
truck  with  a  cost  viUue  of  $2,100.00,  which  is  also  an  asset. 

Building  and  Land.  The  building,  worth  $15,000.00,  and  land,  worth 
$5,600.00,  are  assets,  because  the  company  holds  legal  title  to  them.  It 
can  do  with  this  property  whatever  it  wishes.  It  can  sell  or  rent  it  to  out- 
siders. To  be  sure,  an  $8,000.00  mortgage  was  placed  on  the  property 
when  the  company  bought  it,  but  legal  title  rests  with  the  company.  So 
we  see  that  everything  which  the  business  has  a  legal  claim  to  is  an  asset 
and  is  entered  on  the  left  side  of -the  balance  sheet.  Now  we  come  to  the 
right  side — the  liabilities. 

EXPLANATION  OF  "LEABILmES" 
Briefly,  whatever  the  company  owes  outsiders  is  a  liability,  as  you  will 
see  from  the  list  below: 

Accounts  Payable.  The  company  has  purchased,  and  on  December  SI, 
stin  owes  for  merchandise  to  the  amount  of  $12,472.90.  The  concerns 
which  sold  this  merchandise  expect  to  be  paid  for  it  in  accordance  with 
the  terms  of  purchase.    Therefore  this  is  a  liabiUty. 

Notes  Payable.  It  has  also  borrowed  money  from  the  bank  or  given 
notes  to  trade  creditors  for  a  total  of  $3,000.00.  The  bank  and  creditors 
hold  these  notes  against  the  company,  and  therefore  the  company  is  liable. 

Mortgage  Paj^ble.  An  indebtedness  of  $8,000.00  in  the  form  of  a  mort- 
gage was  assumed  when  the  company  began  business,  and  so  $8,000.00 
represents  a  claim  upon  the  business. 

EXPLANATION  OF  NET  WORTH  OR  PROPRIETORSHIP 
Net  Worth  consists  of  two  elements — net  worth  at  the  beginning  of 
1921  plus  the  profit  for  the  year.    The  net  worth  amount  for  January  1, 
1921,  was  taken  from  the  balance  sheet  of  December  81,  1920. 

Johnson's  Net  Worth,  Janl  1,  1921 $85,757.98 

Profit  for  1921 .^■„    5,100.00 

Present  Net  Worth $40,857.93 

Mr.  Johnson  had  a  net  claim  on  the  business  amounting  to  $40,857.93. 
This  is  arrived  at  in  another  way  by  using  the  following: 

Totel  Assets $64,330.88 

Total  Liabilities 28,472.90 

Present  Net  Worth  or  Proprietorship $40,857.93 

If  it  had  been  found  desirable  or  necessary  for  the  company  to  quit 
business  on  December  31,  1921,  there  would  have  been  more  than  enou^ 
assets  on  hand  to  satisfy  the  liabilities,  provided,  of  course,  that  they  could 
be  converted  into  cash  without  a  loss. 

Figure  3  shows  the  balance  sheet  as  the  accountant  actually  set  it  up. 
It  conveys  more  Information  than  the  simple  balance  sheet  shown  in  Fig- 
ures 1  and  2,  because  both  assets  and  liabilities  are  divided  into  two  groups, 
current  and  fixed. 
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FiEOM  S.  By  adding  a  few  more  aeeoontiiiff  tenuB  to  those  included  in  Figure  2  and 
then  rearranging  Uie  accountSi  we  arrive  at  uie  above  form  wliidi  in  practice  is  known 
as  the  account  nrm  of  balance  dieet.    It  differs  from  those  shown  in  Figures  1  and  2 


in  that  it  ntes  a  step  further  and  classifies  the  assets  and  liabilities  into  two  groupi 

current  ana  fixed.    This  is  a  very  Important  classifiaition,  the  necessity  for  which  will 

become  readily  apparent  as  yoa  study  the  explanation  given  In  the  text 

Carrent  Assets.  Certain  assets  are  readily  convertible  into  cash.  They 
win  be  converted  into  cash  by  their  very  nature.  Ebcamples,  aside  firom 
cash  itself,  are  accounts  receivable,  notes  receivable,  and  merchandise. 
They  are  continually  being  affected  by  business  transactions,  and  there- 
fore vary  from  time  to  time  in  amount  more  than  do  those  classified  in 
the  fixed  group.  The  amounts  change  from  day  to  day.  Such  assets  are 
known  as  current  assets. 

For  example,  cash  may  be  a  large  amount  to-day  and  a  very  small 
amount  to-morrow.  Cash  flows  into  the  business  and  out  again.  Accounts 
receivable  grow  and  diminish.  The  amount  of  notes  receivable  becomes 
larger  as  new  loans  are  granted  and  smaller  as  they  mature.  Merchandise 
is  sold  every  day  and  the  stock  is  replenished  frequently. 

Current  Assets  are  also  called  liquid,  floating,  or  quick  assets. 

Fixed  Assets.  The  items  under  Fixed  Assets  represent  more  perma- 
nent values,  those  that  ordinarily  do  not  change  so  greatly  nor  so  quickly. 
They  are  essential  to  the  continuation  of  the  business,  and  are  not  so 

easily  convertible  into  cash. 

Furniture  and  fixtures  are  purchased  for  continued  use,  and  are  not 
disposed  of  until  they  are  worn  out  or  are  no  longer  needed.  Delivery 
equipment  is  bought  for  permanent  use.  It  remains  in  the  business  longer 
than  the  current  assets.  Buildings  and  land  remain  in  the  business  as  long 
as  the  company  needs  them.  Yoo  can  easily  see  that  they  are  more  pennsr 
nent  than  the  current  assets. 
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Moat  of  these  fixed  assets,  of  course,  depreciate  in  value.  The  decrease 
in  their  value,  commonly  called  depreciation,  is  one  of  the  operating  ex- 
penses. The  assets  themselves,  however,  are  considered  permanent,  so  long 
as  the  business  operates  and  needs  them.  For  the  sake  of  simplicity,  we 
have  ignored  depreciation  in  setting  up  the  balance  sheets  in  tlua  Assign- 
ment. 

Corrent  LiaUUties.  The  current  liabilities,  likewise,  such  as  accounts 
payable  and  notes  payable,  grow  and  diminish  according  to  the  volume  of 
the  business. 

Fixed  Liabilities.  On  the  other  hand,  a  mortgage  payable  is  a  fixed 
liability.  It  usually  runs  for  a  longer  period  of  time,  until  it  matures,  when 
it  is  either  paid  off  or  renewed. 


Balance  Sheet.   Joh«fnn  Heroantlle  CoapaoT.  Deo.  51.  192^. 
Asa eta 
Current  Aaaetg 


Casta t  9,460.10 

Aoceunts  Receivable      ....         13(404,35 
Ictes  Receivable     .....  2,900.00 

Herohandlse   Inventery       .     .     .        lS.87S.6j 

Total  Current  Assets  $37,330.08 

Fixed  Aaaets 

Turaiture  and  Fixtures     .     .     .      |  4,900.76 
Delivery  Xqulpoent       .     •     •     .  2,100.00 

Buildings        . 16,000.00 

Lend 9^800.00 

Total  Fixed  Assets       27.100.79 

Total  Assets        164.330.83 

Liabilities 

Current  Liabilities 

Aocounts  Payable     (12,472.90 

Botes  Parable     3.000.00 

Total  Current  Liabilities     .     .      ....  $18,472.90 

Fixed  Liabilities 

Nortgage  Payable 8.000.^ 

Total  Liabilities    23.472.90 

Met  Worth,   or  Proprietorship  •      •      ■        440.897. 95 


Tm  RvoBT  FoHi  w  Baumoi  Shot 

Firnre  4,  Here  Is  stOl  another  form  of  belance  sheet,  \diich  hea  e  definite  purpose  in 
eccoontlng  practice.  Among  accoontants  it  is  known  as  the  report  form.  It  was 
devised  primarily  bo  that  it  could  be  more  easily  interpreted  by  those  nnfaadliar  with 
aecoonting  practice.  It  Is  popular  also  because  It  can  m  prepared  on  a  standard  car- 
riage typewriter.  The  main  pnrpose  of  any  balance  sheet  u  to  arrive  at  the  net  worth. 
Compare  the  procedure  in  this  report  form  with  that  of  the  account  form,  and  yoa  will 
find  that  here  the  net  worth  Is  arrived  at  by  ordinary  arithmetic  (total  assets— total 
liabal]tieB=net  worth),  while  in  the  accoont  form  it  Is  necessary  to  nse  a  knewtedge 
of  accounting  practice  ki  order  to  balance  both  sides  of  tiie  balance  sheet. 
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The  balance  sheet  in  Figure  S  shows  a  fonn  Tecognized  and  approved 
by  accountants  and  business  men.  It  is  called  the  "account  form."  You 
can  always  refer  to  it  as  a  model  in  setting  up  the  balance  sheets  in  your 
problems.  Note  especially  the  heading — name  of  business,  "balance  sheet," 
and  date.  Without  the  proper  heading,  a  balance  sheet  has  neither  mean- 
ing nor  value. 

The  Report  Fomi  of  the  Balance  Sheet   The  report  form  of  the  balanca 

sheet  which  is  shown  in  Figure  4  is  another  recogmzed  form  of  the  balance 
sheet.  It  is  popular  because  it  is  more  readily  understood  than  the  account 
form  by  persons  not  familiar  with  accounting.  The  net  worth  amount 
appearing  at  the  bottom  of  the  statement  is  easOy  deteimined.  Total  lia- 
bilities are  subtracted  from  total  assets  in  the  ordinary  arithmetica] 
method  to  determine  net  worth,  instead  of  balancing  the  two  sides  as  in 
the  account  form. 

smpucrrv  of  the  balance  sheet 

The  principle  of  Johnson's  balance  sheet  is  just  as  simple  and  easy  to 
understand  as  the  equation  which  you  learned  in  the  grades : 
5X00-?25— 175 
Assets— Liabilities— Net  Worth 

Take  another  simple  illustration:  When  you  are  ready  to  build  your 
own  home,  you  may  need  to  borrow  some  money.  You  find  that  your  house 
will  cost  ¥10,000.00,  and  you  have  only  $5,500.00  cash.  If  you  proceed  in 
the  same  way  as  most  people  do,  you  will  arrange  for  a  loan  for  the  bal- 
ance, $4,600.00,  and  the  man  who  grants  you  the  loan  takes  a  mortgage  or 
claim  on  your  house.  You  are  indebted  to  him  for  this  amount,  even  tho 
you  hold  legal  title  to  the  property.  Your  net  claim  in  the  house  will  be 
determined  thus: 

fl0,000.00-¥4,500.00— ¥5,500.00 

The  $6,500.00  represents  your  proprietorship,  or  net  worth.  It  is  the 
difference  between  the  total  cost  of  the  house  and  your  liability,  $4,600.00. 
Apply  this  same  principle  to  the  balance  sheet  of  the  Johnson  Hercanlile 
C!ompany  and  yon  will  have  the  equation  which  is  graphically  presented 
inFiigureS. 


FIgtm  5.  The  mating  up  of  a  balance  sheet  for  the  purpose  ot  arrivinff  at  the  nat 
worth  Ifl  merely  a  matter  of  arithmetic,  as  is  indicated  abov&  What  complicates  ttie 
|)rocedare  for  some  ia  the  accounting  principles  and  practice  which  must  t>e  broacht 
uto  play  before  the  figures  can  be  subjected  to  this  simple  equation.  The  explanation 
of  these  prindplcs  and  practices  is  reserved  for  future  assignments.  The  main  point 
to  consider  here  is  that  the  purpose  of  all  accounting  is  to  simplify  business  records 
and  reduce  them  to  simple  equations  such  as  the  above. 
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It  is  evident  that  the  proprietor  can  claim  what  is  left  after  all  ddttts 
to  outaidoB  are  paid. 

PRACTICAL  PROBLEMS  ILLUSTRATING  PROPRIETORSHIP 
EQUATION 

Every  transaction  that  affects  the  business,  ultimately  affects  the  bal- 
ance sheet  also.  You  could  make  a  balance  sheet  after  each  transaction 
if  you  wished.  This  would  involve  a  great  amount  of  work,  however,  and 
is  not  desirable.  In  order  to  bring  out  the  exact  procedure  involved,  we 
ahaU  present  a  series  of  simple  transactions  to  illustrate  what  we  mean. 
An  exiact  balance  is  maintained  between  the  two  sides  of  the  equation  at 
every  step. 

Transaction  1.    On  February  2,  l 

1921,  Mr.  A.  B.  White  has  ^ 

$2,000.00  in  the  bank,  with 
which  he  decides  to  go  into 


Bquation  1. 

Assets       Net  Worth 
$2,000.00  =  $2,000.00 

Ifis  Net  Worth  equals  his  total 
assets,  $2,000.00. 

Transaction  2.  February  2,  he 
pays  $50.00  rent  for  his 
store.  This  is  an  operating 
expense,  not  an  investment. 

Bquation  S. 

Cash         Net  Worth 
$1,960.00  =  $1,960.00 

Assets  are  decreased  $60.00. 
Net  Worth  is  decreased  $60.00. 

Transaction  3.  February  S,  he 
buys  show  cases  for  $160.00. 
(This  purchase  is  a  capital 
investment,  not  an  operat- 
ing expense,  which  will  also 
be  explained  in  Lesson  2.) 

Equation  3. 

Show  Cases  $160,001        Net 
+     }=  Worth 

Cash  l,800.00j     $1,960.00 

One  asset  is  increased  $160.00. 
Another  is  decreased  $160.00. 
Net  Worth  remains  the  same. 
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Showcases  ^l&O.OO 
Stock  700.00 

Cash  l,80o!oO 


Transaction  4.    February  4,  he 
buys    stock   worth    f500.00 
for  cash. 
Equation  4. 
Show  Cases  f  150.00 

+  Net 

Stock  500.00=  Worth 

+  $1,950.00 

Cash  l,SO0.0O 

One  asset  is  increased  $500.00. 

Another  is  decreased  $500.00. 

Net  Worth  remains  the  same. 

Transaction  5.    February  S,  he 
buys  $200.00  w(nrth  of  stock 
on  account. 
EgvaHon  5. 

rAcooonts 

Payable 

$200.00 

+ 

Net 

Worth 

$1,950.00 

Assets  are  increased  $200.00. 

Liabilities  are  increased 

$200.00. 
Net  Worth  remains  the  same. 
Transaction  6.    February  7,  he 
buys  $300.00  worth  of  stock 
and  gives  a  note. 
Equation  6. 

'  Notes 
Payable 
$300.00 

Accounts 
Payable 

$200.00 

Net 
Worth 
$1,950.00 
Assets  are  increased  $800.00. 
Liabilities   are  increased 

$800.00. 
Net  Worth  remains  the  same. 
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Showcases  $150.00 

+ 


stock 
Cash 


1,000.00 
1,300.00 


Transaction  7.  February  7,  he 
sells  for  cash,  stock  for 
$30.00  that  cost  $20.00.  On 
this  transaction  he  makes  a 
gross  profit  of  $10.00.  (This 
will  also  be  fully  explained 
in  Lesson  2.) 

Equation  7. 


Showcases  $150.00 
Stock  980.00 

Cash  13S0.00 


One  asset,  stock,  is  decreased 
$20.00. 

Another   asset,   cash,    is   in- 
creased $30.00. 

Net  Worth  is  increased  $10.00, 

We  have  given  you  transactions  of  the  simplest  kind.  As  you  proceed 
in  the  course  yon  will  have  others,  but  these  few  ^ow  clearly  that  the 
proprietorship  equation  is  affected  eadi  time  that  Mr.  White  transacts 
business. 

Whatever  he  buys  and  sells,  his  assets,  liabilities  and  net  worth  are 
changed  to  a  greater  or  lesser  degree.  This  could  be  illustrated  still  fur- 
ther by  transactions  that  involve  sales  discount,  purchase  discount,  inter- 
est paid,  interest  earned,  payment  of  taxes,  insurance,  etc  Every  trans- 
action, no  matter  how  small,  that  affects  the  business,  will  also  affect  cer- 
tain elements  in  the  proprietorship  equation  at  that  particular  moment, 
and  these  changes  will  ultimately  appear  in  the  balance  sheet. 

The  balance  sheet  Is  a  summary  of  the  numerous  transactions  of  a 
period.  It  simply  shows  the  condition  of  a  business  at  a  certain  time  with- 
out indicating  how  that  condition  came  about.  It  may  show  an  increase 
or  decrease  in  net  worth,  but  does  not  indicate  in  any  way  what  caused 
this  diange.  The  accountant  prepares  other  statements  in  which  he  dis- 
closes the  causes  of  profits  and  losses.  The  balance  sheet  shows  the  condi- 
tion not  the  progress  of  a  business. 

So  important  is  the  balance  sheet  that  business  could  scarcely  be 
conducted  without  it.  The  following  five  uses  to  which  it  is  constantly 
being  put  will  explain  its  important  relation  to  business. 
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1.     RELATION  OF  THE  BALANCE  SHEET  TO  BUSINESS  CXJNTROL 

What  persons  are  most  interested  in  the  balance  sheet  of  the  Johnson 
Mercantile  Company? 

The  proprietor,  first  of  all.    He  uses  it  in  three  ways: 

First:  He  can  see  at  a  glance  whether  his  net  wortb  has  increaaed  or  decreued.  by 
comparing  the  net  worth  of  December  81,  1921,  vith  his  net  worth  January  1, 
1921.  That  is  what  he  wishes  to  taiow.  If  his  net  worth  is  less  at  the  end  than 
it  was  at  the  beginnins  of  the  year,  he  la  certun  that  his  business  has  not  been 
progreBsing  as  it  should.    If  it  Is  more,  then  he  knows  that  his  business  is  growing. 

Second:  He  can  better  control  his  business  in  the  fature.  He  can  compare  the  total 
current  assets  with  the  total  fixed  assets  to  determine  whether  or  not  too  much 
capital  is  tied  up  in  the  permanent  investment.  He  wUl  also  consider  the  amount 
of  merchandise  on  hand.  This  may  be  too  large  or  too  small.  If  his  sales  have 
been  slow,  he  will  decide  to  redoce  prices,  to  advertise  more  widely,  and  to  reduce 
his  stock. 

Third:  He  can  determine  how  best  to  meet  his  liabilities.  Liabilities  may  be  due  in 
a  very  short  time,  and  he  will  need  cash  with  which  to  pay  them.  He  may  find 
that  it  is  necessary  to  take  some  of  his  notes  receivable  to  the  bank  and  have  thrai 
discoonted,  so  as  to  get  the  necessary  ca^ 

He  may,  however,  determine  that  he  can  borrow  money  from  the  bank 
to  meet  the  immediate  obligation  and  tide  him  over  until  increased  trading 
will  bring  in  more  cash,  with  which  he  can  pay  his  new  liability.  He  prolv 
ably  discovers  that  the  Accounts  Receivable  amount  is  too  large,  and  ther&- 
fore  he  will  press  collections  from  customers,  or  demand  notes  to  cover 
their  accounts,  so  that  he  can  discount  the  notes  at  the  bank.  He  may 
even  decide  to  sell  part  of  his  accounts  receivable  at  a  discount  to  gome 
broker  and  obtain  enough  cash  in  this  way. 

Thus  you  will  see  that  the  proinrietor  will  be  able  to  proceed  more 
intelligently  when  he  has  the  information  a  balance  sheet  furnishes. 

2.    BALANCE  SHEETS  NECESSARY  IN  MAKING  LOANS 

Here  is  what  actually  happened  in  the  Johnson  Mercantile  Company. 
On  January  21,  1922,  the  company  owed  the  Southern  Woolen  Mills 
$4,600.00,  which  it  must  pay  within  ten  days  in  order  to  take  advantage  of 
a  2  per  cent  discount.  The  company  did  not  have  this  amount  of  cash  avail- 
able, so  Mr.  Johnson  looked  over  the  balance  sheet  of  December  31, 1921,  set 
up  in  such  a  form  that  he  could  determine  whether  or  not  the  Johnson  Mer- 
cantile Company  was  in  a  position  to  borrow  money  from  the  National 
Exchange  Bank,  if  it  were  necessary.  The  balance  sheet  showed  cash  on 
hand,  $5,450.10.  But  the  amount  of  cash  on  hand  January  21  was  even 
less,  because  of  recent  disbursements.  He  found  that  it  would  be  necessary 
to  borrow  from  the  bank.  What  did  he  do?  He  proceeded  to  do  exactly 
what  he  knew  the  credit  officer  of  the  bank  would  do.  He  compared  the 
total  current  assets  with  the  total  current  liabilities.  He  found  that  the 
current  assets  amounted  to  $S7,2S0.08  and  the  current  liabilities  amounted 
to  $15,472.90.  The  proportion  was  better  than  2  to  1.  In  other  words, 
those  assets  that  coold  be  realized  on  easily,  outbalanced  those  liabilities 
that  would  demand  payment  in  a  short  time. 

With  this  information  Mr.  Johnson  went  to  the  bank,  feehng  reason- 
ably sure  that  he  would  be  able  to  secure  a  loan.    He  presented  his  request 
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for  a  loan  of  $2,000.00,  since  he  thought  this  woold  be  sufficient,  and  gave 
the  bank  the  balance  sheet.  He  also  gave  the  bank  a  list  of  his  customers' 
balances,  with  due  dates  in  each  case.  Within  a  short  time  he  was  noti- 
fied by  the  credit  officer  that  he  could  have  the  money.  The  bank  was 
assured  from  the  balance  sheet  that  the  company  .was  operated  intelli- 
gently and  in  accordance  with  correct  business  methods.  The  banker  is 
always  interested  in  knowing  whether  his  paper  can  be  liquidated  out  of 
the  current  assets,  and  in  this  particular  case  he  knew  that  this  was  pos- 
sible. 

If  the  bank  had  found  that  the  current  assets  were  just  about  equal 
to,  or  less  than,  the  current  liabilities,  it  would  probably  have  refused  the 
loan,  even  though  the  fixed  assets  were  of  large  amount. 

8.  TRADE  CREDITORS  AI^O  DEMAND  BALANCE  SHEETS 

Let  us  go  a  little  further  into  the  actual  operations  of  the  Johnson 
Mercantile  Company,  to  see  how  creditors  use  the  balance  sheets  of  their 
customers. 

In  the  early  part  of  February,  1922,  a  salesman  visited  the  company. 
He  represented  the  New  York  Merchandising  Company  and  was  selling 
an  at^active  line  of  merchandise.  The  Johnson  Company  had  thus  far 
been  buying  most  of  their  stock  from  a  St.  Louis  house,  but  the  salesman 
finally  persuaded  Mr.  Johnson  to  give  him  an  order  for  $6,500.00  worth 
of  goods,  on  sixty  days'  time.  On  February  11,  a  letter  came  from  the 
New  York  house,  thanking  the  Johnson  people  for  their  order  and  promis- 
ing prompt  delivery. 

Why  was  the  New  York  company  so  willing  to  grant  credit  to  its  new 
customer?  Simply  because  it  knew  that  the  current  assets  would  cover 
this  risk. 

As  soon  as  the  salesman  had  secured  the  order,  he  filled  out  a  report, 
in  which  he  indicated  the  general  financial  condition  of  the  Johnson  Com- 
pany. The  New  York  company  immediately  turned  over  the  order  and 
the  report  to  Its  credit  department,  which  at  once  set  to  work  to  determine 
whether  the  credit  should  be  given.  This  department  analyzed  the  report; 
but  since  it  showed  only  the  present  condition  of  the  Johnson  Company, 
they  referred  to  mercantile  agency  reports  to  get  the  financial  rating  of 
the  Johnson  Company.  The  rating  given  there  had  been  determined  by 
an  analysis  of  the  balance  sheets  of  previous  years,  or  from  other  infor- 
mation furnished  by  the  Johnson  Company. 

The  result  of  the  investigation  was  favorable.  Credit  was  allowed 
because  the  rating  of  the  Johnson  Company  was  good. 

4.    BALANCE  SHEET  NECESSARY  WHEN  BUSINESSES 
ARE  MERGED 

Here  is  a  practical  case  that  illustrates  another  imi)ortant  use  of  the 
balance  sheet.  On  March  6,  1922,  the  Smith  Enterprise  Company,  the 
strongest  rival  in  the  same  city  with  the  Johnson  Merchantile  Company, 
prop(»ed  that  the  two  concerns  merge  into  one.  The  Smith  people  argued 
that  expenses  could  be  reduced,  the  total  investment  would  be  consider- 
ably increased,  and  the  business  administration  of  both  concerns,  when 
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combined,  would  create  a  strong  business  organization.  Moreover,  exist- 
ing competition  could  be  eliminated. 

The  first  and  the  most  important  step  in  the  undertaking  was  an 
exdiange  of  balance  sheets  between  the  two  companies.  New  balance 
sheets  were  set  up  on  March  6, 1922,  because  those  of  December  31,  1921, 
did  not  show  the  facts  as  they  existed  three  months  later.  Of  course 
other  documents  and  reports  were  exchanged,  but  probably  none  proved 
so  important  and  none  were  so  thoroly  analyzed  as  the  baltmce  sheets. 

The  Johnson  Mercantile  Company  found  that  the  current  liabilities 
of  the  Smith  Enterprise  company  were  too  large  and  the  current  assets 
too  small  to  justify  a  merger.  The  result  was  that  the  Johnson  Mer- 
cantile Company  declined  the  offer,  basing  its  decision  on  the  balance 
sheet  analysis. 

5.     BALANCE  SHEETS  NECESSARY  FOR  AUDITORS  AND 

GOVERNMENT  OFFICIALS 
The  records  of  any  business  cannot  be  relied  upon  as  being  absolutely 
correct  unless  they  are  audited  at  regular  intervals.  In  the  Auditing  sec- 
tion of  the  Higher  Accountancy  course,  you  will  learn  how  the  auditor 
checks  up  and  verifies  the  balance  sheet  items.  The  amounts  given  in 
the  balance  sheet  must  agree  with  the  facts  as  they  are  determined  by 
actual  count  and  by  the  audit  of  the  records. 

When  the  Federal  Tax  returns  are  made,  important  information  is 
taken  from  the  balance  sheet,  and  when  the  government  verifies  the  tax 
r^mrt,  it  requires  that  the  balance  sheet  be  submitted  along  with  other 
reports. 

THE  IMPORTANT  POINTS  OF  THIS  ASSIGNMENT 
-  Now  that  you  have  followed  our  discussion  of  the  balance  sheet, 
we  suggest  that  at  this  point  you  recall  and  emphasize  the  big  funda- 
mental ideas  as  they  have  been  explained  and  illustrated  in  Assignment 
1.    The  following  main  points  are  of  prime  importance: 

First.    The  balance  sheet  is  a  barometer  by  which  the  financial  con- 
dition of  a  business  can  be  determined.    It  pictures  the  financial  ■ 
condition  of  a  business. 
Second.    It  is  set  up  in  a  standard  form.    Assets  and  liabilities  are 

classified. 
Third.    Every  business  transaction,  no  matter  how  small,  will  affect 

the  balance  sheet. 
Fourth.    The  balance  sheet  Is  a  valuable  aid  to  business. 

1.  It  shows  the  proprietor  and  manager  where  the  business  is 
strong  and  where  it  is  weak. 

2.  It  helps  bankers  to  grant  loans  intelligently. 

3.  It  aids  trade  creditors  in  allowing  credit  to  customers. 

4.  It  is  used  by  concerns  contemplating  mergers. 

5.  It  is  made  the  basis  of  investigation  by  auditors  and  govern- 
ment officials. 

Because  the  balance  sheet  is  of  such  great  importance  to  business,  we 
have  begun  the  study  of  accounting  with  the  balance  sheet.  Affairs  in 
business  as  well  as  in  accounting  practice  center  around  it. 

AsBignment  1,  Page  U  ,,  tdbyGoOQlc 


PEOBI.EMS  TO  BE  SOLVED  WITH  ASSIGNMENT  1 

Use  the  ruled  paper  which  the  University  has  furnished  you,  and 
prepare  and  send  in  solutions  for  the  following  practcial  problems. 

Problem  work  of  this  sort  will  be  given  you  at  the  end  of  each  assign- 
ment. These  problems  arise  in  actual  business  and  thru  understanding 
and  mastering  them  you  are  gaining  the  ability  to  successfully  meet  and 
master  similar  situations  that  arise  in  business. 

SPECIFIC  INSTRUCTIONS 

In  analyzing  and  working  out  these  problems,  as  weU  as  those  in 
subsequent  assignments,  follow  carefully  the  following  instructions: 

1  Use  extreme  care  at  all  times. 

2  Do  not  attempt  to  solve  the  problems  until  yon  know  thoroly 
what  is  in  the  Assignment. 

8    Use  pen  and  ink;  or  typewriter  if  convenient. 

4  Number  each  page  of  your  work.  It  is  a  wise  precaution  also  to 
pat  your  name  and  the  assignment  number  on  each  page  of 
your  work. 

6  Observe  also  very  carefuUy  the  directions  on  the  shps  marked 
IMPORTANT,  a  number  of  which  are  inclosed  with  your  assign- 
ment material. 

6  Do  not  fail  to  use  one  of  these  slips — filling  in  your  name,  address, 
and  matriculation  number  very  plainly  whenever  you  submit 
work  for  examination. 

7  Read  and  observe  carefully  the  directions  given  on  the  inside 
cover  of  your  binder. 


1.    On  Jnne  80,  1921,  the  records  of  the  G.  0.  Law  Coal  Company 
show  the  following  assets  and  liabihties: 

Coal  on  Hand .$3,700.00 

Accounts  Payable -  2,200.00 

Notes  Receivable 1,2((0.00 

Accounts  Receivable 5,100.00 

Mortgage  Payable 4,000.00 

Cash  on  Hand 4,000.00 

Notes  Payable. 1,545.00 

Auto  Truck 3,600.00 

Coal  Yards  and  Sheds. .._ 8,000.00 

Office  Building .._ 2,100.00 

Furniture 820.00 


List  all  assets  in  one  column  and  all  liabihties  in  anoth^. 
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2.  Mr.  Law  wishes  to  know  his  net  worth  on  Jane  80,  1921.  Show 
this  in  a  proprietorship  equation. 

8.  On  July  7,  1921,  Mr.  Law  finds  that  he  must  borrow  92,000.00 
from  the  bank.  He  asks  you  as  his  accountant  to  prepare  a  statement  of 
the  financial  condition  of  his  business  on  June  80,  1921.  Prepare  the  b^ 
ance  sheet  in  the  account  form,  listing  the  items  in  four  separate  groups: 

Current  Assets  Current  liabilities 

Fixed  Assets  Fixed  Liabilities 

<a)    Send  in  the  balance  sheet. 

<b)    Do  you  believe  the  bank  will  make  him  a  loan?    State  the 
reasons  for  your  answer. 

4.    On  March  81, 1921,  Mr.  L.  M.  Strong  opens  a  furniture  store. 

(a)  He  immediately  deposits  ¥2,000.00  in  the  bank  as  his  orig- 
inal investment  in  the  business. 

(b)  April  1,  he  pays  $50.00  for  rent. 

(c)  April  2,  he  buys  $1,000.00  worth  of  furniture,  on  account, 
from  the  Chicago  Furniture  Company. 

<d)    April  5,  he  sells  fumitnre,  for  $75.00  cash,  that  cost  him 
$50.00. 

(e)  April  7.  he  pays  $20.00  for  clerk's  salary. 

(f )  April  8,  he  issues  a  80-day  note  covering  his  account  witii 
the  Chicago  Furniture  Company. 

Analyze  each  transaction,  showing  in  each  case  the  amount  of  increase 
or  decrease  for  assets,  liabilities,  and  net  worth. 

For  example,  under  (a)  and  <b)  you  will  state  your  answer  thus: 

(a)  Increase  in  assets,  $2,000.00. 
Increase  in  proprietorship,  $2,000.00. 

(b)  Decrease  in  assets,  $50.00. 
Decrease  in  proprietorship,  $50.00. 

5.  On  December  81,  1921,  the  accountant  for  the  James  Walters 
Hardware  Ccnnpany  is  asked  to  make  a  balance  sheet  for  the  proprietor. 

He  finds  that  the  company  has  Cash,  $8,994.57;  Merchandise, 
$21,460.80;  Store  Fixtures,  $2,555.00;  Notes  Receivable,  $1,700.00;  Auto 
Trucks,  $2,500.00;  Buildings,  $9,000.00;  Land,  $14,500.00;  Stocks  and 
Bonds  bought  for  investment,  $1,800.00  (considered  as  a  fixed  asset) ;  and 
Accounts  Receivable,  $6,210.86. 

It  owes  to  outsiders:  Accounts  Payable,  $15,461.20;  Notes  Payable, 
$4,700.00;  and  Mortgage  Payable,  $6,000.00. 

Assume  that  you  are  the  accountant.  Make  the  balance  sheet  in  the 
account  form,  classifying  assets  and  liabilities  into  proper  groups. 
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Higher  Accountancy 


PRINCIPLES 
PRACTICE  a«rf' 
PROCEDURE 


Elements  of  Accounting  Practice 

Assignment  2 

THE  PROFIT  AND  LOSS 
STATEMENT 


1LOOK  UPON  modem  accounting  as  a  system  by 
which  a  business  is  analyzed,  its  different  parts  weighed 
and  measured,  their  relations  one  to  another  ascertained 
with  precision,  so  that  the  centers  of  waste  and  weakness 
are  laid  bare  and  the  way  is  made  plain  for  continuous 
improvement.  Here  is  a  field  for  the  exercise  of  a  high 
grade  of  scientific  insight  and  imagination. 

ELMER  E.  Brown,  Ph.D. 

Former  U.  S.  CommUsioner  of  Educalion 


LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold  faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
tj'pe  are  those  yet  to  come.  They  will  be  maUed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  General  Ledger 

4.  Gosing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  He  Cash  Journal 
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THE  PROFIT  AND  LOSS  STATEMENT 

A  REPORT  OF  BUSINESS  PROGRESS 

Yon  have  seen  how  the  balance  sheet  can  be  of  real  value  to  the  man- 
ager of  a  business.  It  is  a  sort  of  barometer  by  whi<di  the  finaiunal  con- 
dition of  a  business  is  determined. 

The  balance  sheet,  however,  can  give  only  part  of  the  information  de- 
sired. Business  men  want  to  know  not  only  how  the  business  stands  finan- 
cially, but  also  whether  it  is  making  a  profit  or  running  at  a  Iras. 

When  a  profit  has  been  made,  business  men  want  to  know  what  factors 
produced  it,  so  that  in  the  future  they  can  expand  their  business  along 
those  lines  that  appear  to  be  most  profitable. 

If  a  business  has  operated  at  a  loss,  the  business  man  certainly  should 
have  a  detailed  statement  as  to  the  causes:  such,  for  example,  as  unnec- 
essary expenses,  careless  purchasing,  unscientific  adv^ising,  etc.  For 
information  like  this,  the  balance  sheet  is,  of  course,  inadequate. 

Altho  the  balance  sheet  gives  the  amount  of  net  profit,  as  shown  in  the 
balance  sheet  of  the  Johnson  Mercantile  Company  in  Assignment  1,  it  does 
not  give  any  information  on  how  this  profit  was  made.  It  is  necessary, 
therefore,  that  the  accountant  prepare  another  report,  showing  what  in- 
come was  received  during  the  period  and  what  expenses  reduced  this  in- 
come to  the  net-profit  figure.  Such  a  report  is  commonly  called  a  "Profit 
and  Loss  Statement." 

There  are  four  things  which  the  accountant  must  consider  in  setting  up 
a  profit  and  loss  statement  in  approved  form.    They  are: 

Income  from  Sales — to  distinguish  between  gross  sales 
and  net  sales. 

Cost  of  Goods  Sold — to  determine  gross  profit  or  loss. 

Operating  Expenses — to  be  deducted  from  gross  profit. 

BUscellaneous  Income  and  Elxpense — transactions  out- 
side of  the  regular  business  operations. 

Income  from  Sales.  In  any  trading  concern,  the  chief  source  of  in- 
come is  from  sales  of  merchandise.  The  total  sales  for  a  period  are  called 
"Gross  Sales,"  and  differ  from  "Net  Sales"  by  the  amount  of  any  returned 
goods  or  allowances  made  to  customers. 

Cost  of  Goods  Sold.  After  the  net  sales  have  been  determined,  it  is 
nei^ssary  to  consider  what  these  goods  cost  the  proprietor.  This  cost, 
whatever  it  may  be,  is  deducted  from  the  net  sales,  leaving  "gross  profit," 
which  is  the  profit  t%alized  on  the  sale  of  merchandise  before  any  of  the 
operating  expenses  are  considered. 
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OperatiBg  Ezpenacs.  This  term  covers  such  items  aa  salaries,  office  ex- 
pense, rent,  taxes,  heat,  light,  insurance,  delivery  expense,  loss  on  bad 
debts,  etc.  The  total  expense  is  deducted  from  the  gross  profit  in  order  to 
determine  "net  operating  profit"  or  loss. 

BfisceUaneoDS  Tnuisactions.  There  are  often  transactions  outside  of 
regular  operations  that  must  be  considered  before  one  can  determine  the 
final  net  profit.  For  example,  it  may  be  necessary  for  the  proprietor  to 
pay  interest.  The  amount  spent  for  interest  should  be  deducted  after  the 
net  operating  profit  is  determined.  There  is  also  a  possibility  of  receiving 
income  from  sources  other  than  sales.  The  proprietor  may  rent  a  part  of 
his  space  or  he  may  receive  interest,  thus  realizing  an  income  which  is 
outside  the  regular  trading  operations.  This  income  must  be  added.  The 
result  is  "net  profit"  or  loss. 

The  Profit  and  Loss  Statement  in  Actual  Business.  The  accountant  for 
the  Johnson  Mercantile  Company  prepared  a  standard  profit  and  loss  state- 
ment in  which  he  listed  income  from  sales,  cost  of  goods  Sold,  operating 
expenses,  miscellaneous  transactions,  and  finally  the  net  profit.  This  profit 
and  loss  statement  is  reproduced  in  Figure  1,  and  illustrates  three  impra^ 
tant  points  with  \f1iich  the  accountant  must  be  fully  familiar. 

I.  The  form  of  the  profit  and  loss  statement — its  general 

outline  and  construction. 
n.  The  details  that  make  up  each  section, 
m.  Some  ways  in  which  the  profit  and  loss  statement  may 

be  used  by  business  executives. 

THE  FORM  OF  THE  PROFIT  AND  LOSS  STATEMENT 

The  items  checked  (%/)  in  the  profit  and  loss  statement  shown  in  Fig- 
ure 1  are  items  with  which  you  are  already  more  or  less  familiar  from  your 
own  business  experience.    You  will  find  that  they  are  as  follows: 


Returned  Sales  .. 


GoBt  of  Goods  Sold... 


fransactionB  Outside  the  Ke^lar  Oper- 


.4  6,042.75 
825.00 


Net  Profit  for  Year.... 


You  begin  with  the  selling  price,  subtract  the  cost  of  goods  sold  and 
the  operating  expenses,  and  then  add  other  income  and  subtract  other 


Assignment  2,  Pa^  2 


-d  by  Google 


lobnsoa  Karoantil*  Coapuir 
FROnt  iXD  LOSS  SUTBUBT 
Tor  TMU"  •ndaA  DaQ>  SI.   1921 

ftrtft 

Total  saloa ffO.ul.2Z  v 

Laos  Katunua  Salaa **7'8g  *' 

■at   S<a» W»,6»5.»7/ 

gy^t  yf  OooJa  Sola 

iBrantorr,  Jan.   1,   1921 $lgi*49.27 

Pnrebaaas tM.OOO.M 

Loss  Ratumod  PorohaBOs 1.000,00 

■at  Pnrohaaas ,.*?tWtt>fi 

^r,M9.27 

LOBS  InvantoiT.  Mo.  31.  19S1 16.S7C.63 

C«st  of  Ooods  Sold _*lJ!Zi±84'' 

aroM  Profit 128.120.33^ 

SaUii«  EipMuas tU,B15.40 

AdBlnlstratien  ■^anflos <,190.19 

Saoarsl   6.3Ta.05 

latal  Oparatli*  SvftnsM -^jSZItSS" 


■at  OBaratlM  Profit 


t  6^042.73^ 


Otlwr  Xaooaa 

InUrast  tomaa »  W-W 

ItMit  BaoalTBd 360.00 

Salas  of  Wast*  Paper 80.00 

For  Uao  of  Truck  by  Custoaars       .' 188.00 

Purebaae  Dlsoounta ,     .     .     .  JfiS-m         ,__        ■ 

a^fOOV 
%  6,867.78 

Oiarsos  to  InooMO 

Intarast  Xspma %    700.00 

Salaa  Dlaoounta     1-067.70      1.767.rtV 

,Hat  Profit         -     -     -     *  g.lOO-M^ 

I.    Thi  BEPOtT  Foaif  or  tri  Pkcvit  and  Loss  SrATnam 

HgiiTe  1.    Thla  is  a  generally  accepted  form  of  profit  and  loss  statement  and  is 

arraosed  in  what  is  called  the  "Report"  form.    Notice  how  the  important  information 

is  arrived  at  In  a  step-b;-step  order  and  how  the  amount  of  profit  (or  in  some  caaes 

loss)  is  arrived  at  as  the  final  step  in  this  process. 

n.  DETAILS  OF  THE  PROFIT  AND  LOSS  STATEMENT 

Thus  far  you  have  considered  the  totals  as  they  appeared  in  the  state- 
ment. It  is  necessary  to  understand  how  these  totals  are  determind.  ThQ 
profit  and  loss  statement  contains  four  general  sections,  each  of  n^ich 
corresponds  to  each  of  the  four  factors,  in  determining  net  profit,  as  given 
on  page  1. 
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1.  Sales 

2.  Cost  of  Goods  Sold 
S.  Operating  Ei^MDses 

4.  Miscdlaneoos  Income  and  Expense 

When  Mr.  Johnson  studies  the  statement  for  the  purpose  of  controlling 
his  business,  the  detailed  information  of  each  section  is  very  important. 

Sales.  The  first  item  in  the  Sales  section  is  gross  sales.  From  this 
amount  is  deducted  the  total  sales  returned  for  which  customers  have  re- 
ceived credit  or  cash.  Sales  may  be  returned  because  the  goods  were  dam- 
aged in  transit,  were  of  short  weight,  of  different  grade  than  those  ordo^d, 
or  for  various  other  reasons.  The  total  sales  amounted  to  $70,141.22.  Of 
this  amount  $447.26  worth  of  goods  was  returned,  leaving  a  net  amount 
of  $69,693.97. 

A  clear  distinction  should  be  made  between  sales  returned  and  sales 
allowances.  Sales  returned  indicates  that  the  goods  were  actually  re- 
turned. Sales  allowances  means  that  the  customer  is  merely  aDowed  a%dit, 
or  partly  reimbursed  with  cash,  and  does  not  return  the  goods.  During 
the  year  the  Johnson  Mercantile  Company  took  back  goods  worth  $447.25 
but  did  not  make  any  allowances  to  customers  for  goods  which  were  not 
returned.  Sales  allowances  wonld  be  deducted  from  total  sales  in  the  same 
way  as  sales  returned. 

Cost  of  Goods  Sold.  After  the  amonnt  of  net  sales  has  been  deter- 
mined, it  is  necessary  to  find  the  actual  cost  of  the  goods  sold.  This  figure 
is  determined  by  adding  the  net  purchases  to  the  inventory  at  the  begin- 
ning of  the  period  and  subtracting  the  inventory  at  the  end  of  the  period. 
The  inventory  at  the  beginning  of  the  period  is  called  "previous  inventory," 
and  the  inventory  at  the  end  of  the  period  is  called  "current  inventory." 
Mr.  Johnson  had  a  previous  inventory  of  $12,449.27.  During  the  year  he 
purchased  $46,0000.00  worth  of  goods,  of  which  amount  he  returned 
$1,000.00,  leaving  a  net  amount  of  purchases  of  $45,000.00.  If  he  had 
$12,449.27  worth  at  the  beginning  and  made  $45,OCiO.0O  net  purchases,  he 
will  have  a  total  of  $57,449.27  to  be  accounted  for.  Of  this  total,  $15,875.68 
still  remains  as  the  current  inventory.  By  subtracting  this  amount  from 
the  total  to  be  accounted  for,  you  can  determine  the  actual  cost  of  the 
goods  which  were  sold,  $41,678.64.  The  selling  price  was  $69,693.97;  the 
difference  between  these  two  amounts,  $28,120.33,  is  the  gross  profit. 

Operating  Expenses.  If  the  proprietor  of  a  business  owned  his  own 
store,  were  his  own  salesman  and  his  own  bookkeeper,  delivered  all  mer> 
chandise  himself,  had  neither  taxes  nor  insurance  to  pay,  needed  no  light 
or  fuel,  and  made  no  repairs,  then  he  would  have  few  if  any  operating  ex- 
penses.  The  gross  profit  would  then  be  the  net  operating  profit. 

The  modem  proprietor,  however,  employs  salesmen  to  sell  goods, 
spends  money  for  advertising,  pays  an  accountant  to  keep  the  records,  and 
goes  to  still  further  expense  in  delivering  goods  to  customers.  He  also 
pays  for  heat,  light,  taxes,  insurance,  etc.  All  such  expenses  are  called 
operating  expenses,  because  they  result  from  the  trading  operations. 
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Expenses  reduce  net  worth.  Incomes  increase  it.  Expense  is  an  outlay 
for  values  that  do  not  remain  long  in  the  business,  whether  paid  in  cash 
or  not 

A  clear  distinction  should  be  made  at  this  point  between  expenses  for 
operating  the  business  and  "capital  expenditures,"  which  increase  the  in- 
vestment in  fixed  assets. 

For  example,  is  the  purchase  of  equipment,  such  as  an  office  desk,  a 
typewriter,  a  dictaphone,  filing  cases,  or  a  delivery  truck,  an  expense?  Or 
is  it  an  increase  of  investment?  Cash  may  be  paid  for  these  items:  in 
that  case  cash  is  decreased.  But  is  net  worth  decreased  as  well?  Not  un- 
less the  values  acquired  are  used  up,  that  is,  do  not  remain  in  the  business 
after  the  close  of  the  period.  Equipment  does  remain.  Purchases  of 
equipment,  therefore,  are  not  considered  as  expenses  but  as  capital  ex- 
pen<&turefi. 

The  operating  expenses  of  the  Johnson  Mercantile  Company  for  the 
year  1921  amounted  to  $22,077.68,  as  shown  on  the  profit  and  loss  state- 
ment On  the  books  of  the  company  the  operating  expenses  are  classified 
into  three  groups: 

1.  Selling  Expenses 

2.  Administration  Expenses 
8.  General  Ebcpenses 

The  total  for  each  of  these  groups  is  shown  on  the  statement. 

Selling  expenses  include  all  items  such  as  salesmen's  salaries,  delivery 
expenses,  loss  on  bad  debts,  expenses  for  window  decoration,  and  adver- 
tising. 

Under  administration  expenses  are  included  all  outlays  for  office  sal- 
aries and  office  expenses,  such  as  postage,  telephone,  stationery,  and 
supplies. 

Under  general  expenses  are  included  insurance,  taxes,  and  all  other  ex- 
penses which  are  necessary  in  operating  the  business  and  which  cannot 
be  charged  exclusively  either  to  selling  or  to  administration. 

On  the  books  of  the  company  a  separate  record  is  kept  for  each  of  these 
expenses,  so  that  at  the  end  of  the  period  they  can  be  shown  separately 
in  the  profit  and  loss  statement,  and  the  total  amount  for  operating  ex- 
penses be  determined.  The  total  operating  expense  is  then  deducted 
from  the  gross  profit  to  determine  the  net  operating  profit.  The  state- 
ment of  the  Johnson  Mercantile  Company  shows  a  net  operating  profit  of 
$6,042.75. 

MisceUaneouB  Income  and  Expense.  The  profit  and  loss  statement  pro- 
vides a  separate  section  for  those  transactions  which  are  not  essential  to 
the  regular  trading  operations.  This  section  we  have  chosen  to  call  "mis- 
cellaneous" income  and  expense.  Other  names  may  also  be  used,  such  as 
financial,  incidental,  sundry,  other  income  and  charges  to  income,  non- 
operating,  etc. 
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You  will  note  in  the  profit  and  loss  statement  of  the  Johnson  Meixran- 
tile  Company  a  total  miscellaneous  income  of  $825.00.  The  detailed  items 
makinjj^up  this  total  are  also  shown.  Of  the  $825,00  tot^  extra  income, 
$40.00  was  interest  earned  on  notes  receivable.  Since  the  buil(Ung  was  too 
large  for  the  immediate  use  of  the  company,  Mr.  Johnson  rented  out  a  part 
of  the  second  floor  to  a  firm  of  lawyers,  for  which  he  received  $360.00. 
Also  all  waste  paper,  collected  thruout  the  year,  was  sold  to  a  junk  dealer 
for  $50.00.  During  the  year  several  of  the  customers  used  the  company's 
truck  for  moving  their  household  goods,  and  for  this  service  the  company 
charged  $125.00.  All  these  transactions  were  outside  the  regular  business 
operations. 

The  company  fortunately  had  enough  cash  on  hand  to  take  advantage 
of  some  of  the  discounts  offered  on  goods  purchased,  and  thus  during  the 
year  saved  a  total  of  $250.00.  This  was  a  financial  earning  rather  than  a 
reduction  in  the  cost  of  goods  purchased.  These  purchase  discounts  should 
not  be  confused  with  purchase  allowances,  which  are  deducted  &om  the 
total  purchases  in  the  "cost  of  goods  sold"  section. 

Naturally  there  were  expenses  as  well  as  earnings  outside  the  regular 
trading  operations.  The  total  of  these  expenses,  as  shown  on  the  state- 
ment under  the  heading  of  "Charges  to  Income,"  was  $1,767.75.  Of  this 
amount,  $700.00  was  interest  on  notes  payable  on  the  mortgage.  Cash 
discounts  amounting  to  $1,067.75  were  ^o  allowed  customers.  Some  ae- 
countants  would  not  include  sales  discounts  under  miscellaneouB  ejcpense, 
but  would  deduct  them  from  sales  along  with  sales  allowances  and  returns. 
Later  in  the  course  this  point  will  be  treated  more  fully.  For  the  present, 
sales  discounts  are  considered  among  miscellaneous  expenses.  Sales  re- 
turns, and  sales  allowances  on  the  other  hand,  are  deducted  from  gross 
sales. 

The  $825.00  miscellaneous  income  and  $1,767.76  miscellaneous  expense 
will  result  in  a  reduction  of  the  profit  to  $5,100.00,  which  is  the  net  profit 
for  Mr.  Johnson's  business  daring  1921. 

THREE  DIFFERENT  PROFIT  ITEMS 

You  no  doubt  have  already  noticed  that  there  are  three  different  profit 
items,  each  of  which  not  only  has  a  definite  place  in  every  profit  and  loss 
statement  but  also  affords  important  information  to  those  responsible  for 
the  success  of  a  business.  The  following  brief  statements  will  enable  yon 
to  fix  these  three  profit  items  in  your  mind ;  also  the  methods  by  which 
they  are  determined: 

Gross  Profit.  The  gross  profit  is  the  total  profit  before  any  expenses  are 
deducted. 

Net  Operating  Profit.  Net  operating  profit  is  the  gross  profit  less  the 
operation  expenses. 

Net  Profit.  The  net  profit  is  the  net  income  of  the  business  after  all 
(iterating  and  nonoperating  transactions  have  been  considered. 

Assignment  2,  Page  8  Ij,  CiOOQIc 


The  profit  and  loss  statement  is  set  up  with  these  general  sections  and 
subdivisions  of  detailed  information  for  the  purpose  of  giving  Mr.  Johnson 
the  important  information  that  he  needs  in  order  to  determine  the  futuro 
policies  of  the  business.  The  arrangement  provides  an  intelligent  analysia 
of  business  operations.  Mr.  Johnson  is  interested  in  knowing  his  gross 
profit  as  related  to  sales,  his  net  operating  profit,  and  his  net  profit.  Hd 
can  compare  the  various  classes  of  operating  expenses  and  can  see  whether 
any  of  them  run  too  high  for  the  year  on  the  basis  of  sales.  He  can  also 
m^e  an  inteUigent  study  of  the  miscellaneous  transactions  which  dther 
increase  or  decrease  the  net  operating  profit  for  the  period. 

The  accountant  should  exercise  judgment  in  setting  up  a  profit  and  loss 
statement  and  always  have  in  mind  what  the  proprietor  of  the  business 
ought  to  know.  It  would  be  inadvisable  to  include  too  many  ditails,  be- 
cause this  would  make  the  statement  unnecessarily  lengthy.  Enough  de- 
tail, however,  should  be  included  to  support  the  totals  which  are  ^own. 
The  statement  should  be  complete,  so  that  all  the  desired  information  is 
shown.  Cu^ul  attention  should  also  be  given  to  the  heading  of  the 
statement. 

Proper  Heading  of  the  Statement.  The  profit  and  loss  statement  of  the 
Johnson  Mercantile  Company  is  headed  correctly.  The  name  of  the  busi- 
ness is  shown.  We  do  not  style  it  "Mr.  Johnson's  profit  and  loss  state- 
ment," because  this  is  a  profit  and  loss  statement  of  the  Johnson  Mercan- 
tile Company  only.   Mr.  Johnson  may  have  other  interests. 

The  most  common  heading  is  simply  "Profit  and  Loss  Statement."  You 
will  find  others  in  use,  however,  including: 

Statement  of  Profit  and  Loss 

Income  and  Profit  and  Loss  Statement 

Statement  of  Income  and  Profit  and  Loss 

Revenue  Statement 

Revenue  and  Expense  Statement 

Income  and  Ebcpense 

The  accountant  should  select  a  name  which  best  suits  the  business  for 
which  he  is  making  a  statement.  A  railroad  prefers  the  term  "Revenue 
Statement"  or  "Income  Statement."  A  public  service  corporation  usea 
"Revenue  and  E]q)ense  Statement."  Professional  businesses  and  dubs 
often  use  "Income  and  Expense,"  but  the  simple  heading  "Profit  and  Losa 
Statement"  you  will  find  is  adaptable  to  most  businesses. 

The  period  covered  by  the  statement  is  also  properly  shown  in  the 
heading.  A  single  date,  such  as  December  81,  1921,  would  be  misleading 
and  incorrect,  because  the  statement  covers  the  period  of  one  year  and  is 
not  merely  for  a  day.  You  would  not  date  a  profit  and  loss  statement,  then, 
in  the  same  way  that  you  date  a  balance  sheet,  which  may  be  dated  De- 
cember SI,  1921,  because  it  shows  the  facts  as  at  the  close  of  business  on 
that  particular  day.  The  profit  and  loss  statement,  on  the  other  hand, 
covers  a  period  which  must  be  indicated  on  the  statement. 
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Having  considered  (1)  the  form  of  the  Profit  and  Loss  Statement  and 
(2)  the  details  of  the  Profit  and  Lobs  Statement  let  us  now  consider  sev- 
eral important  uses  of  the  Profit  and  Loss  Statement  in  business. 

m.   FIVE  IMPORTANT  USES  OF  THE  PROFIT  AND 
LOSS  STATEMENT 

1.  To  Determine  the  Tamorer  of  Stock.  By  "turnover  of  stock"  is 
meant  the  numt)er  of  times  that  the  avera^re  inventory  is  turned  over  into 
cash  or  receivables  by  means  of  sales.  If  a  store  carries,  for  example,  an 
average  amount  of  stock  of  $1,000.00  during  the  year  and  sells  $10,000.00 
worth  of  goods  (value  figured  at  cost  price) ,  the  turnover  is  determined  by 
dividing  the  $10,000.00  by  $1,000.00.  In  this  case  the  turnover  would  be 
10.  The  average  amount  of  stock,  $1,000.00,  was  turned  over  ten  times  in 
the  course  of  the  year.  The  question  immediately  arises,  "How  can  one 
determine  the  average  amount  of  stock  carried  ?"  To  be  absolutely  correct, 
it  would  be  necessary  to  take  the  inventory  at  the  end  of  each  month,  add 
together  these  amounts,  and  divide  by  the  number  of  months  considered. 
Where  the  stock  does  not  vary  greatly  in  amount  from  one  month  to  an- 
other, however,  it  is  often  satisfactory  to  add  the  inventory  at  the  begin- 
ning and  the  inventory  at  the  end  of  the  year,  and  divide  by  2.  This  will 
give  the  average  inventory.  This  amount  is  Uien  divided  into  the  cost  of 
goods  sold.    The  quotient  is  the  turnover  for  the  year. 

Frequent  turnover  tends  to  increase  working  capital  and  makes  it  pos- 
sible for  a  man  to  run  his  business  with  a  minimum  of  borrowing.  Quick 
turnover  also  means  frequent  replacement  of  merchandise  and  a  &esh  and 
thus  more  salable  stock  at  all  times. 

Mr.  Johnson's  average  inventory  was  $14,162.45;  this  he  compared 
with  the  sales  to  determine  the  amount  of  turnover.  Since  the  inventory 
was  valued  at  cost  price,  it  was  necessary  to  figure  the  sales  at  cost  price 
also.  Therefore  he  took  the  cost  of  goods  sold  instead  of  the  sales.  $41,- 
573.64  divided  by  $14,162.45  equals  2.9,  the  rate  of  turnover.  After  assur- 
ing himself  that  his  stock  had  been  moving  satisfactorily,  Mr.  Johnson 
compared  the  figure  for  turnover  with  that  taken  from  laist  year's  state- 
ment.   His  statement  for  1920  is  shown  in  Figure  2. 

From  the  profit  and  loss  statement  for  1920  ascertain  the  turnover 
by  the  same  method  which  we  used  in  determining  the  turnover  for  1921. 
You  will  find  that  the  turnover  for  1920  is  2.65.  The  turnover  for  1921 
we  found  to  be  2.9.  This  slight  increase  in  turnover  for  1921  indicates  a 
greater  business  activity  and  would  usually  indicate  also  a  larger  gross 
profit. 

Since  his  turnover  had  increased  somewhat  for  1921  over  that  of  1920, 
Mr.  Johnson  felt  that  he  was  approaching  the  normal  turnover  which  was 
to  be  expected  in  his  line  of  business. 

2.  To  Compare  Groes  Profit  with  Sales.  Mr.  Johnson  was  also  inter- 
ested in  knowing  whether  the  gross  profit  figure  was  increasing  or  decreas- 
ing.   The  gross  profit  for  1921  should  be  compared  with  the  net  sales  of 
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FROnZ  AHD  LOSS  SXAXUBHI 

Tor  r«ar  «nd«d  D«a.  31t  1920 

Salaa 

Total  SalOfl       tSl,S71.14 

L«ss  Eoturaod  Sales  E60.00 

Hat  SalBS fSO.Sll.U 

Coat  of  Qooda  Sold 

lovvntOiTt   Jan.    1.   1920 ^       «12, 160.00 

PnrohaaBa VS. 000. 00 

IjosB  Retnmed  Purohasea 2.000.00 

Vet  Poroliasea 33.000.00 

t45. 160.00 

Loaa  lowantorr.  Doc  51,  J^920 12. 448.27 

Coat  of  Gooda  Sold 52.700.7S 

Oroaa  Profit tl8.U0.41 

Operatlna  BxpanaeB 

Soiling  Sxpenaea  .  (7,210.12 

Idffllnlatration  Xxponse  2,6&0.00 

Oonaral  Ixpansea  1.26S.60 

Total  OparatiDg  Ixpenaos  11.128.72 

Mot  O^ratlM  Profit (6,984.69 

MlaoBllanaoua  laooao  and  lapenao 
OUier  InaoBB 

Intereat (160.00 

Furohaao  Dlaoouats  315. 74    466.74 

(7,460.43 
CbarRaa  to  Inoone 

Intoreat  Xzp«a3«  (700.00 

Saloa  Diacounta      954.37       1,694.37 

Wot  Profit    (5.796.06 

Thb  FeonT  and  Lobb  Staibmxnt  rce  1920 
Fimte  2.  Several  diatinct  oaea  for  tbe  profit  and  loaa  statonent  are  explained  In  detail 
in  tfaia  Icaaon.  In  order  to  show  how  each  ase  works  out  in  actoal  btuinesa  practice  the 
profit  and  loaa  atatement  of  the  Johnaon  Mercantile  Company  ia  referred  to  frequently 
m  tlie  ezplanationa.  By  following  op  the  dificosaiona  and  ezplanationa  with  an  analyais 
of  the  atatement  itself  Ote  real  importance  of  the  profit  and  loaa  atatement  to  any  buai- 
nesa  becomes  readily  apparent. 

that  year,  and  the  gross  profit  for  1920  with  the  net  sales  for  that  year. 
Taking  the  two  statements  of  the  Johnson  Mercantile  Company,  what  per 
cent  of  sales  is  the  gross  profit  in  each  case?  In  1920,  gross  profit  $18,- 
110.41  -I-  net  sales  $50,811.14=35.6  per  cent.  In  1921,  gross  profit  $28,- 
120.8S  -¥■  net  sales  $69,693.97=40.8  per  cent.  Evidently  gross  profit  had 
increased  4.7  per  cent,  which  means  that  Mr.  Johnson  made  almost  5  cents 
more  gross  profit  on  every  dollar  of  sales  in  1921  than  in  1920. 
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3.  To  Compare  Net  Operatinx  Profits  with  Sales.   The  net  operating 

profit  is  the  amount  left  after  operating  expenses  have  been  deducted  from 
gross  profit.  In  other  words,  the  net  operating  profit  represents  the  real 
earning  power  of  the  business.  In  1921  the  net  oi>erating  profit  was 
$6,042.75  or  8.6  per  cent  of  sales.  In  1920  the  net  operating  profit  was 
$6,984.69,  or  18.7  per  cent  of  sales.  The  operating  profit  had  dropped  6.1 
per  cent  even  though  there  was  a  4.7  per  cent  increase  in  gross  profit. 

Comparison  of  the  two  statements  discloses  that  expenses  for  1920 
are  21.9  per  cent  of  sales  and  for  1921,  31.7  per  cent,  an  increase  of  9.3 
per  cent.  This  increase  in  operating  expenses  wiped  out  the  4.7  per  cent 
increase  in  gross  profit  and  left  a  5.1  per  cent  decrease  in  net  operating 
profit.  By  comparing  the  selling  expenses  with  the  sales  for  1921,  Mr. 
Johnson  found  that  these  expenses  had  been  too  high  and  would  have  to 
be  cut  down.  You  can  prove  this  for  yourself  by  using  percentages.  (Trf 
determine  wliat  percentage  one  number  is  of  another,  divide  the  first  by 
the  second.)  He  also  found  thru  comparison  that  the  administration  and 
general  expenses  had  been  excessive,  making  it  necessary  for  him  to 
manage  his  business  more  economically  in  the  future. 

4.  To  Determine  the  Percentage  of  Net  Profit  In  1920  the  net  profit 
was  $6,796.06,  or  11.4  per  cent  of  net  sales.  In  1921  the  net  profit  wafl 
$5,100.00  or  7.S  per  cent  of  sales.  This  decrease  of  4.1  per  cent  in  net 
profit  when  gross  profit  showed  an  increase  of  4.7  per  cent  is  also  explained 
by  the  high  operating  costs. 

5.  To  Determine  the  Effect  of  Hiscellaneoos  Income  and  Ezpmse. 
Because  of  the  higher  operating  costs  during  1921,  Mr.  Johnson  endeavored 
to  increase  his  income  for  that  year  and  thus  offset  in  part  the  decrease 
in  net  profit.  This  accounts  for  certain  additional  items  in  the  1921  state- 
ment. 


With  this  increase  in  income,  compare  his  increase  in  miscellaneoua 
costs  also. 

In  1921  the  miscellaneoTU  o 


In  1920  the  mlecell&neoiu  cute  were... 
Increase. 


The  increase  in  income  was  $359.26 ;  the  increase  in  cost  was  $113.38. 
There  was  thus  a  net  increase  in  miscellaneoas  income  for  1^1  of  $246.88. 

Profit  and  Loss  Statement  a  Progress  Report.  In  Assignment  1  we 
learned  that  while  the  balance  sheet  was  the  barometer  by  which  a  busi- 
ness could  be  judged  as  to  its  financial  standing,  it  afforded  httle,  if  any, 
definite  information  as  to  the  progress  a  business  was  making.  The  profit 
and  loss  statement  supplies  tlus  progress  information  because  it  indicates 
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Jatmsao  Haroantlla  COBpanr 
PROFIT  IID  LOSS  SUZDOBI 

r«r  yaar  Kidad  Daa>  31,  1921 

Salaa 

total  Sales   tTO.lU.Sa 

L«SS  RBtunwd  Salss   4*7.88 

Mat  Salas   169,693.97 

Coat  ef  Oooda  So^d  , 

iDvMtaiT.   Jw*    1.    1921 $12,449.27 

Furobasoa    (46.000.00 

Loss  Rotumed   Purqhoaaa 1. 000.00 

lot  PurobUM   48.000.00 

ml 

Laaa  lavantory,   Doo.   31,  1921.... ...i^S. 

Cost  of  G«od9  Sold fTZTrrrrri^  41,B73.fl 

Oroaa  Prnf It    

Owratliut  ggpanaaa 

Sailing  bpoDses  ./....   111,818.40 

ItelnlstrstloD  bpaoSBS  /.....       4,190.18 

Oanaral  bpanaas ......./......        6.373.03 

Total  Oparstins  Kxpenaes  . 

Mat  Oparatlng  Profit    ......... 

lUseallanaous  loooa 
Otliar  InooBo 

Intarast  lamad  /. (  40.00 

Rant  Raoalvad   J. 360.00 

Salvs  of  Haata  Tapar  / BO.OO 

For  Usa  of  Truak  by  Cuatonars   /•.......•.•..  138.00 

Purohaaa  Dlsoouuts  " 

Intarast  bpaasa   . 

Salaa  Diaoomits ./. '  1.067.78 

1.767.78 
■at  Pref  It    ./. ./Ts.lOO.OO  "! 


AaoomitB  Raoaivabla 
Rotes  KaoalTsbla 
llarotMBidlBa    Invantoir. 
Tet^  Currant  Isaata 


Itamitura  and  rixturaB  ...  \  4,800.78 

Dallvvrr  SqulpMiit    2.100.00 

BulIdlDgB   ....F 18,000.00 

Land    8.BO0.00  __ 

Total   Fl»d  AasatB   27.100.78 

»64.330.83 

Thi  Tn-up  Bbtwebn  ihi  Prcvii  and  Lobs  9rAin»HT  and  tbm  Balakcb  S 

Figim  3.    It  is  a  signiflcant  fact  that  there  is  Bcarcely  a  form  or  statement  whidi  on 

accountant  is  required  to  malce  up  which  hasn't  some  relation  to  other  entirely  different 

fornu  or  statements.   Here,  for  mstance,  we  And  that  the  balance  sheet  is  tied  up  wiSi 

die  profit  and  loss  statement  by  the  net  profits  and  current  Inventory  items. 
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whether  a  business  has  been  going  ahead  or  falling  behind.    It  may  well 
be  called  the  progress  report  of  a  business. 

How  Blr.  Johnson  Interprets  the  Statement  That  the  profit  and  losd 
statement  is  really  a  progress  report  of  business  is  well  illustrated  by  thq 
foUowing  conclusions  Mr.  Johnson  made  from  his  profit  and  loss  statonent 
with  reference  to  the  growth  of  his  business: 

L  His  boBlneBB  had  a  fairly  good  tornover  and  showed  an  increase  of  gross  profit. 


s  good,  because  it  helped  to  Increase 

4.  Finally,  he  was  convinced  that  it  would  be  better  to  have  a  profit  and  loss  state- 
ment every  six  months  instead  of  only  once  a  year;  thus  he  could  check  up  on 
his  expenses  more  often  and  catch  any  losses  before  they  could  reach  a  large 
total. 

Relation  of  Profit  and  Loss  Statemrat  to  Bakuice  Sheet.  There  are 
only  two  items  that  appear  in  both  the  profit  and  loss  statement  and  the 
balance  sheet,  viz.,  net  profit  and  current  inventory.  The  current  inven- 
tory is  an  asset;  it  is  also  shown  in  the  "Cost  of  Goods  Sold"  section  of  the 
profit  and  loss  statement.  The  net  profit  figure  does  not  always  appear  on 
the  balance  sheet  as  a  separate  item.  It  may  be  merged  in  the  Surplus 
Account  on  the  balance  sheet  of  a  corporation,  or  it  may  be  shown  in  total 
with  the  net  worth,  in  the  case  of  a  proprietorship.  Figure  S  shows  how 
the  profit  and  loss  statement  and  the  balance  sheet  are  tied  together  by 
the  Net  Profit  and  Current  Inventory  Accounts. 

In  later  assignments  you  will  find  that  "balance  sheet  items"  and 
"profit  and  loss  items"  are  referred  to  frequently.  There  is  a  fundamental 
difiFerenee  between  the  two  which  will  be  clear  if  yon  just  bear  in  mind 
that  the 

Balance  Sheet  contains 

Assets 
Liabilities 
Net  Worth 

and  reflects  the  financial  condition  of  a  business;  while  the 
Profit  and  Loss  Statement  contains  the 


Sales  (and  Returned  Sales) 
Purchases  <and  Returned  Purchases) 
Gross  Profit 


Net  Operating  Profit 
Miscellaneous  Income  and  Expense 

and  reflects  the  progress  made  by  the  business. 
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THE  niPORTANT  POINTS  IN  THIS  ASSIGNMENT 

First — That  the  primary  purpose  of  the  profit  and  loss  statement  is  to 
determine  whether  the  business  has  made  progress  and  how  much, 
and  that  this  progress  or  lack  of  progress  is  expressed  in  terms  of 
net  profit  or  net  loss. 

Second — That  in  determining  this  net  profit  or  loss  the  accountant  must 
consider  four  things: 

1.  Income  from  sales,  by  distinguishing  between  gross  sales  and 
net  sales. 

2.  Cost  of  goods  sold,  in  order  to  arrive  at  gross  profit  or  gross  loss. 

5.  Operating  expenses,  to  be  deducted  from  gross  profits. 

4.  Miscellaneous  transactions  ont^de  of  regular  operations,  in  order 
to  arrive  at  net  profit. 

Third— There  are  two  classes  of  expenditures:  operating  expenses, 
which  decrease  the  profit  and  are  known  as  "profit  and  loss  items," 
and  capital  expenditures,  which  increase  the  value  of  fixed  assets 
and  are  known  as  "balance  sheet  items." 

Fourth— That  the  profit  and  loss  statement  is  a  very  important  report, 
because  it  gives  the  head  of  a  business  the  following  important  in- 
formation: 

L  The  rate  of  stock  turnover. 
2.  The  relation  of  gross  profit  to  net  sales. 
8.  The  relation  of  net  operating  profit  to  sales. 
4.  What  the  percentage  of  net  profit  is  to  sales. 

6.  The  effect  of  miscellaneous  income  and  expeow  on  net  profit. 


(Problems  on  next  page) 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  2 

The  following  problems  taken  from  actual  business  operatioius  will 
give  70a  practice  in  applying  the  principles  of  this  assignment. 

Observe  carefully  all  instructions  which  have  been  given  you,  and 
send  in  carefully  prepared  solutions  to  each  of  the  following  four  problems : 

1.   Mr.  J.  F.  Cook  owns  a  grocery  store.    You  are  asked  to  give  him 
the  amount  of  turnover  and  the  gross  profit  for  the  year  1921. 

These  are  ttte  facts  that  you  find  on  looking  over  the  books:    Decem- 
ber 81, 1921: 


Eetumed  Sales 260.00 

Inventory,  Jan.  L. . 1,800.00 

Purduues  Daring  Year , 9,200.00 

Inventory,  Dec  81 2,270.00 

(a)    Calculate  the  turnover 

<b)    What  is  the  amount  of  the  gross  profit? 

(c)    The  gross  profit  is  what  per  cent  of  net  salesT 

2.  iSx.  C.  L.  Thomas  is  the  proprietor  of  a  small  jewelry  store.  Hia 
gross  profit  for  the  month  of  January,  1922,  amounts  to  $800.00.  His 
operating  expenses  for  January  include: 


SSJW 
81.00 
14.26 
12.00 

17.60 


(a)    What  is  his  net  operating  profit  for  January,  1922? 
Here  are  other  facts  that  have  to  do  with  Mr.  Thomas'  business: 


Purchase  Discounts  _ 
Sales  Discounts  .. 


.  116.00 
.  11.00 
.    20JW 


(b)    What  is  Mr.  Thomas'  net  profit  for  January,  1922? 

3.  On  November  1,  1921,  Mr.  T.  H.  Black  began  a  retail  drug  busi- 
ness. He  had  no  stock  on  hand  to  begin  with.  During  November  he 
bought  $8,000.00  worth  of  drugs,  and  his  sales  amounted  to  $2,500.00. 
On  November  80  he  has  $6,575.00  worth  on  hand.  His  expenses  for 
November  amounted  to  $200.00. 

(a)  How  much  has  he  lost  or  gained  from  the  month's  business? 

(b)  During  the  month  of  December  he  bought  show  cases  and  an 
office  desk.  Are  these  purchases  operating  expenses  or 
capital  expenditures?    State  the  reason  for  your  answer. 
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4.  Hie  Northwestern  Coal  Company  asks  yon  to  make  a  profit  and 
loss  statement  for  the  year  1921.  The  books  show  the  following  facts  on 
December  SI,  1921: 


Cash  on  Hand-.. 


Hortngc 

Porcnasei 

Yards  and  Sheds._ 
Sales  Diaeoonts  — 
Motei  Pavabl« 

RnlaAman'a  Ral 


Salesmen's  Salaries  - 


Accounts  PayabI* .. 


InventOTy  Jan.  1,  192L^ 
Notes  Receivable  ~»-_ 
Equipment  ~„.— ^.__. 
Porcltase  Allowances  __ 
Loss  on  Bad  Debts. 


Sales  Allowances  . 


Capital,  Jan.  1,  192L.. 


„$  6400.00 

„  78,000^ 

„  4^000.00 

...  1,600.00 

_  47,000.00 

...  UflWJOO 

._  2JilOM 

..  ijoeoM 

..  4300.00 

_  8,000X» 

.„  6,200.00 

„  160.00 

...  6,000.00 

.  2,000M 

...  8,200.00 

_  8^00.00 

._  1,600.00 

_  1,200.00 

„  8,600.00 

.-  2,600.00 

„.  1,000J» 

._  1,600J» 

...  276J» 

„  690J» 

._  STOJW 

...  22,486J» 


{a)    Send  in  the  profit  and  loss  statement  for  1921. 

(b)  Present  a  list  of  all  the  itons  that  should  be  shown  on  the 
balance  sheet,  December  81,  1921.  Make  two  columns,  one 
for  the  assets  and  the  otiier  for  the  liabilities  and  net  worth. 
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Higher  Accountancy 


PRINCIPLES 
PRACTICE  BBi/' 
PROCEDURE 


Elements  of  Accounting  Practice 

Assignment  3 

THE  GENERAL  LEDGER 


COMPETITION  is  so  keen  to-day  that  only  the  well- 
intormed  person  can  hope  to  draw  ahead  of  the 
crowd.  No  corporation,  no  firm  wants  an  ignorant  em- 
ploye for  a  responsible  position. 

It  may  require  effort,  it  may  require  rigid  self-discipline,  it 
may  require  painful  self-denial  to  switch  from  careless,  idle 
habits  to  a  course  of  study.  But  very  soon  the  pleasure 
derived  from  good  habits  will  immeasurably  outweigh  the 
false  pleasure  derived  from  bad  habits. 

From  Forbes  Magazine 

LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold  faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  iive.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  General  Ledger 

4.  Closing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  Tlie  Cash  Joamal 

8.  Merchandise  Records — The  Purchase  and  Sales  Journals 
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THE  GENERAL  LEDGER 

THE  DOUBLE-ENTRT  PRINCIPLE— THE  TRUL  BALANCE 

Yon  are  now  familiar  with  the  balance  sheet  and  the  profit  and  loss 
statement,  and  understand  their  great  value  to  those  in  charge  of  the 
direction  of  business  affairs. 

Of  course,  if  these  reports  are  to  be  safe  guides  in  the  management 
of  business,  they  must  be  accurate;  that  is,  they  most  summarize  without 
error  the  vast  number  of  individual  transactions  of  all  kinds  that  occur 
thruont  the  year. 

We  have  said  nothing  as  yet  about  how  theae  business  transactions 
are  classified  and  summarized.  It  has  been  our  purpose  up  to  this  time 
to  make  clear  to  you  the  important  business  summaries — statements — 
with  which  all  business  men  should  be  familiar. 

In  this  assignment  yon  will  see  how  business  transactions  are  classified 
and  summarized  by  means  of  a  device  called  an  "Account."  The  nature 
of  the  account  will  be  made  clear,  and  you  will  see  also  that  the  Ledger,  a 
book  of  which  you  have  often  heard,  is  simply  a  book  which  contains  these 
accounts. 

Why  Business  Transactions  Host  Be  Classified.  You  no  doubt  have 
noticed  the  straight  rows  of  lumber  piled  in  the  wetl-orgKoized  lumber 
yard.  Each  pile  represents  a  different  size  and  grade  of  lumber;  when 
the  yardmen  fill  an  order,  there  is  no  confusion  or  delay,  because  they 
know  just  where  to  go  to  get  each  size  and  grade.  And  they  can  do  this, 
simply  because  the  lumber  as  it  was  brought  into  the  yard  was  piled  where 
it  belonged.    In  other  words,  it  was  classified  according  to  size  and  grade. 

The  accountant  classifies  business  transactions  in  much  the  same  way. 
For  example,  he  records  his  cash  transactions  together  in  one  place,  his 
notes  receivable  in  another,  his  accounts  payable  in  still  another  place, 
and  so  on.    Each  of  these  groups  he  calls  an  account. 

Theil  vhen  he  wants  certain  information,  or  when  at  the  end  of  the 
month  he  wants  to  set  up  his  balance  sheet  and  profit  and  lo»9  state- 
ment, he  win  know  exactly  where  to  turn  in  order  to  get  this  informa- 
tion, because  he  was  careful  to  make  the  right  classification  when  he  re- 
corded the  transaction. 

What  Is  an  Accoont?  Broadly  speaking,  an  account  is  a  record  in  the 
ledger  of  similar  business  transactions.  For  instance,  the  Accounts  Re- 
ceivable Account  is  a  record  of  the  total  amount  of  money  which  customers 
owe  a  business  on  open  account.  The  Notes  Payable  Account  is  a  similar 
record  of  the  notes  which  the  business  has  given  to  outsiders.    The  Cash 
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Account  is  a  record  of  cash  received  and  cash  paid  oat.  And  so  on.  Ac- 
counts will  be  few  or  many,  according  to  the  nature  and  size  of  the  busi- 
ness and  the  need  for  detailed  information  by  those  who  direct  its  affairs. 

HOW  LEDGER  ACCOUNTS  ARE  DIVIDED 

Ledger  accounts  are  usually  divided  into  two  general  classes,  "real" 
and  "nominaL" 

Real  Accounts.  The  real  accounts  include  Assets,  Liabilities,  and  Capi- 
tal, which  are  real,  permanent,  and  independent  values.  Such  accounts 
are  also  called  balance  sheet  accounts,  because  they  appear  on  the  balance 
sheet.  For  example,  Cash,  Notes  Receivable,  Notes  Payable,  Inventory, 
etc.,  are  all  real  accounts. 

Nominal  Accounts.  The  word  "nominal"  as  applied  to  accounts  to  dis- 
tinguish them  from  "real"  accounts,  does  not  mean  that  the  nominal  ac- 
counts are  "unreal."  "Nominal"  is  used  in  the  sense  of  "temporary,"  to 
show  that  such  accounts  are  not  permanent.  For  instance.  Sales,  Pur- 
chases, Expenses,  and  Income  are  nominal  accounts.  In  these  accounts 
are  recorded  all  increases  and  decreases  of  net  worth ;  in  other  words,  all 
profits  Emd  losses.  These  nominal  accounts  exist  only  during  the  account- 
ing period,  at  the  end  of  which  they  are  summarized,  and  the  net  result, 
whether  a  profit  or  a  loss,  is  transferred  to  the  Proprietor's  Account. 
Nominal  accounts  are  also  called  profit  and  loss  statement  accounts,  since 
they  appear  on  the  profit  and  loss  statement. 

The  Standard  Form  of  an  Account.  The  pages  of  the  ledger  are  ruled 
according  to  a  standard,  of  which  Figure  1  is  a  reproduction  in  skeleton 
form. 

NAME  OF  ACCOUNT 


Skbuton  Fobm  cv  a 


The  name  of  the  account  should  be  written  on  the  top  line.  For  in^ 
stance,  if  $50.00  was  paid  out  for  rent,  that  amount  would  be  entered  in 
the  account  headed  "Ebcpense."  If  merchandise  was  purchased  on  account, 
the  amount  would  be  entered  under  the  account  headed  "Purchases,"  etc 
In  the  case  of  each  transaction,  of  course,  another  account  is  affected,  as 
will  be  explained  later  in  the  assignment. 

The  vertical  hue  divides  the  form  into  a  right  and  left  side.  Under 
"Date"  is  recorded  the  year,  month,  and  day  of  the  transaction;   under 
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"Items,"  a  brief  acplenatioD  of  the  nature  of  the  transaction,  and  under 
"Amount,"  the  exact  amount  of  money  involved  in  the  transaction.  In 
the  "Folio"  column  ia  to  be  entered  the  number  of  the  page  in  the  journal 
from  which  the  entry  was  transferred  to  the  ledger.  The  ose  of  this  col- 
umn will  be  explained  more  fully  when  we  explain  the  journal  in  detail. 

The  standard  form,  as  you  will  find  it  in  the  ledger,  is  reproduced  in 
li^gure  2.  It  has  the  same  general  make-ap  as  the  skeleton  form  except 
that  columns  have  been  added  to  assist  in  writing  in  and  in  reading  the 
amounts  and  other  data.  The  heading  of  the  amount  column  on  the  left 
has  been  changed  to  "Debits,"  while  on  the  right  side  it  has  been  changed 
to  "Credits." 

NAME  OF  ACCOUNT 


un 

ITEB 

Fol. 

V 

DEBITS 

DATS 

ITBI3 

hi. 

VCBBDITS 

- 

Turn  Stakdabd  Foau  tw  an  Account 

Fisare  X,    The  standard  layout  of  any  ledgrer  page  is  essentially  the  same  as  shown 

here.    Notice  how,  by  ruling  off  the  columns  and  substituting  the  words  "debits"  and 

"credits"  where  the  word  "amount"  appeared  in  the  skeletonized  form,  a  definite  place 

is  provided  for  every  bit  of  Information  about  the  transaction. 

Wltat  Ii  lUcaat  by  ''DeUt."  Whenever  we  enter  a  transaction  on  the 
left  side  of  an  account,  we  debit  the  account.  The  amount  is  therefore  a 
debit  item  and  is  entered  in  the  column  headed  "Debits."  The  t^rm 
"charge"  is  commonly  used  by  accountants  as  a  synonym  for  "debit." 

What  Is  Meant  by  "Credit."  Whenever  we  enter  a  transaction  on  the 
right  side  of  an  account,  we  speak  of  crediting  the  account.  The  amount 
is  said  to  be  a  credit  and  is  entered  in  the  column  headed  "Credits." 

To  make  this  perfectly  clear,  compare  the  ordinary  expressions  with 
the  accountant's  terms  as  c^ven  below. 


The  layman  ases  these  expressions ; 

1.  Place  the  amount  of  $10  on  the 
left  side  of  the  Cash  Account. 

2.  This  item  is  one  which  must  be 
placed  on  the  left  side  of  an  ac- 
count. 

3.  In  the  Cash  Account  the  left  side 
will  usually  be  greater  than  the 
right  side. 


The  accountant  says: 

1.  Debit,  or  charge,  $10.00  to  Cash 
Account. 

2.  This  is  a  debit  item,  or  this  is  a 
charge. 

3.  The  Cash  Account  has  a  debit 
balance. 
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Increases  and  Decreases  in  Aeeoiints.  This  debit  and  credit  syston 
forms  tlie  basis  of  sound  accoonting.  It  offers  a  more  convenient  f<nin  of 
recording  increases  and  decreases  and  requires  less  time,  but  it  does  much 
more  than  that,  it  affords  numerous  checks  and  safeguards  which  reduce 
to  a  minimum  the  chances  of  loss  thru  the  inevitable  errors  of  clerks. 

Figure  3  is  a  Cash  Account  with  transactions  entered  according  to  this 
debit  and  credit  method. 


DAT! 

ITEKS 

roi. 

V 

DIBITS 

Din 

ITEMS 

m. 

V  CBIDII3 

19S1 

Jin. 

S 

InreftMDt 

3000 

DO 

ins 

Jin. 

a 

Pnrnltara 

iooo|oo| 

Jib. 

13 

Buk 

ISOO 

00 

Jtn. 

e 

Rant 

eo 

00 

J.n. 

M 

CattMtr 

400 

00 

Jtn. 

17 

Silirr 

70 

00 

Jan. 

IB 

PUil 

BO 

00 

00 

Jin. 

SI 

BiliDcg 

3730 

00 

3900 

S900 

00 

Th«  Gash  Aooount 

Fisnn  3.   Notice  that  the  original  investment  end  ell  the  cesh  received  by  this  busineu 

is  "debited"  (entered  on  the  debit  side).    All  ouifa  paid  out  is  eredited  (entwed  on 

credit  side). 

Cmvenimce  of  the  **Debit"  and  "Credit"  Sjvtem.  In  order  to  show 
that  the  debit  and  credit  method  is  more  convenient  and  that  it  is  a  time- 
saver,  let  us  find  the  balance  of  the  above  Cash  Account  in  the  ordinary 
way.  In  order  to  do  this,  we  must  add  every  increase  and  subtract  every 
decrease.    The  long-strung-out  calculations  would  be  as  follows: 


Jan.    8    Original  Investment r-.- 

E    Paid  Out  for  Office  Furniture — 


.-1,000^ 


8    Paid  Ont  for  Kent 

Balance  oa  Hand..— - 

12    Received  from  Bank. 

Balance  on  Hand..— 

17  Paid  Ont  for  Clerk's  Salary.... 

Balance  on  Hand — 

18  Paid  Out  for  Fuel 

Balance  on  Band. 

24    Received  from  Customer 

Si     Balance  on  Hand 
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Obviously  it  is  much  easier  and  simpler  to  subtract  the  sum  of  the 
"credits"  from  the  sum  of  the  "debits"  as  in  Figure  8. 

Increases  Not  Always  on  Debit  Side.    From  the  Cash  Account  used 

here  as  an  illustration  you  might  be  led  to  think  that  all  accounts  are  in- 
creased on  the  debit  side  and  decreased  on  the  credit  side.  This  is  not  the 
case,  however.  Only  the  following  accounts  are  increased  by  debit  entries: 
Assets,  Expenses,  and  Purchases.  On  the  other  hand,  aXl  Liability  ac- 
counts, Capital,  Sales,  and  other  Income  accounts,  are  credited  with  in- 
creases and  debited  with  decreases.  The  chart  shown  in  Figure  4  will 
explain  this  statement  more  fully: 


AU  Asset, 
Expense,  and 
Purchases  Accounts  are 


INCREASED 
on  left 
side  by 

debits 


DECREASED 
on  right 
side  by 
credits 


HAVE  DEBIT  BALANCES 


An  LiabiUty, 

Capital, 

Sales,  and  Income  Accounts  are 


DECREASED 
on  left 
side  by 
debits 


INCREASED 
on  right 
side  by 
credits 


HAVE  CREDIT  BALANCES 


Figure  4.    nila  chart  will  help  you  to  fix  in  your  mind  just  which  account!  are  increased 

on  the  debit  aide  and  which  accounts  are  increased  on  the  credit  side.     The  former 

accounts  normally  have  debit  balances,  the  latter  credit  balances. 


SELF-TEST  PROBLEMS 
In  order  to  understand  better  this  basic  principle  of  double  entry  ac- 
counting— of  how  assets,  expenses,  and  purchases  are  increased  by  debits 
and  decreased  by  credits,  and  how  liabilities,  capital,  sales,  and  income  are 
credited  with  increases  and  debited  with  decreases — analyze  the  accounts 
of  Frank  Brown  listed  in  Figure  5  as  they  appear  on  his  ledger  Jan. 
31,  1922. 

LEDGER  ACCOUNTS  (Frank  Brown) 
CASH 


DATI 

ITS13 

... 

V 

DEBITS 

DATE 

ItEMS 

Fol. 

v 

CBEDITSJ 

1933 

JiD. 

3 

Origin*  1  Ctpiul 

3000 

DO 

1933 

J»n. 

5 

Office  Furniture 

1000 

DO 

13 

Hotel  Payablg 

1500 

00 

e 

Beat 

60 

00 
DO 

14 

iccoonti  R«eeinbl« 

400 

00 

17 

Clerk's  Silery 

70 

18 

ru«i 

60 

00 

(CorUintted  on  next  page.) 
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u« 

iins 

Fol. 

vj  DiBns 

Di« 

me 

rot. 

v 

CUD 

IK 

1933 
Jta. 

B 

Ctih 

1000  M 

1933 

ACCOUNTS  RECEIVABLE 


55 


14    Ci*h,  Snitb  k  V«lli 


NOTES  PAYABLE 


1933 

1933 
Jtn. 

13 

Ciih,  Bank 

1500  M 

19 

Acconnta  ttjiblt 

300  M 

ACCOUNTS  PAYABLE 


1933 

J»n. 

19 

\ioUM  PayrtU 

.00 

00 

L93i 
ha. 

10 

Hgrchudti*  Purchiigd 

BOON 

10 

Htrcbtndifa  Pur«b>sa< 

300  DO 

1 

PURCHASES 


1913 

J*D. 

10  icconnti  Fijibla 

BOO 

DO 

IBM 

18  iccounlB  Faribla 

... 

DO 

1.11 

itsr 

Jan. 

11 

iccouiU  Racaivabla 

700 

» 

10 

IcconntB  BacslTabla 

400 

» 
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DATI 

ITBB 

Pol. 

/ 

Dom 

Din 

ITStS 

roi. 

V 

CIttPIT3 

1*33 
Jin. 

6 

Ctib,  Rint 

» 

DO 

1923 

17 

Cltrk'B  SaUrr 

TO 

W 

18 

Fu«I 

60 

00 

n  n  Ti 

PROPRIETOR'S  CAPITAL  (Prank  Brown) 

JiD. 

■ 

Diib  iDTBitad 

3000 

DO 

Ledoib  Accounts 

Ftcnn  S.  The  ledger  aceonnts  of  Frank  Brown  as  listed  here  will  give  you  an  oppor- 
tonit;  to  check  up  on  tout  understanding  of  the  statement,  that  increases  are  not 
ahrays  shown  on  the  debit  side  of  the  account  Analyse  ttisM  accounts  and  pick  out 
those  that  have  increases  on  the  left  side  and  decreases  on  the  right  aide.  In  t£at  way 
yon  will  be  able  to  tell  whether  yon  have  grasped  the  full  significance  of  the  statement. 

We  have  already  explained  that  the  Cash  Aceoont  is  increased  on  the 
left  side  and  decreased  on  the  right  side. 

On  January  5,  furniture  was  purchased,  and  so  the  account  must  show 
the  increase.  Notice  that  the  increase  is  shown  by  a  debit  in  the  Office 
Furniture  Account,  since  the  account  is  an  asset. 

The  same  is  true  of  Accounts  Receivable,  which  was  increased  because 
Smith  &  Wells  bought  $700.00  worth  of  merchandise  on  account  on  Janu- 
ary 21.  This  increase  is  debited.  Later  Smith  &  Wells  paid  $400.00  cash 
on  their  account,  which  reduced  Accounts  Receivable.  This  reduction  is 
shown  by  a  credit.  On  January  30,  Jones  &  Company  bought  merchandise 
for  $400.00  on  account.  Since  Accounts  Receivable  is  increased,  the  ac- 
count is  debited. 

Notes  Payable  and  Accounts  Payable  are  both  liability  accounts,  and 
therefore  have  all  increases  on  the  credit  side.  On  January  12,  $1,500.00 
was  borrowed  from  the  bank;  on  January  10  and  on  January  16,  mer- 
chandise was  purohased  on  account;  on  January  19,  Brown  gave  a  note 
for  $S00.00,  thus  increasing  his  Notes  Payable  and  decreasing  the  Accounts 
Payable.    These  increases  are  credited,  and  the  decrease  is  debited. 

THE  DOUBLE-ENTRY  METHOD  EXPLAINED 

Every  business  transaction  is  twofold  in  its  nature — values  are  received 
and  values  are  given;  it  is  for  this  reason  we  use  the  term  "double  entry" 
method.  In  Frank  Brown's  ledger  you  will  notice  that  each  entry  is  offset 
by  another  entry  of  exactly  equal  amount  under  the  same  date. 
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The  governing  principle  in  double  entry  is  the  maintaining  of  a  balance 
in  the  ledger.  This  yon  cannot  accomplish  unless  the  credit  side  of  every 
transaction  is  exactly  offset  by  the  debit  side.  For  example,  when  you  sell 
merchandise  valued  at  $100.00  for  cash  the  transaction  would  be  analyzed 
thus: 

Debit  Cash  Account  $100.00.    Credit  Sales  Account  $100.00. 

Thus  a  business  transaction  is  an  exchange  of  equal  values,  and  it  is 
necessary  to  show  this  twofold  effect  of  every  transaction  in  the  ledger. 

If  you  pay  $50.00  rent  for  a  store,  you  part  with  the  cash  and  in  return 
receive  the  use  of  the  store.  The  accounts  Cash  and  Expense  are  affected. 
Cash  is  decreased,  because  cash  is  paid  out.  Expense  is  increased.  There- 
fore: Expense  Account  is  debited  $60.00.  Cash  Account  is  credited  $50.00. 

Analysis  of  Business  Transactions.  The  following  four  questions  must 
be  asked  and  answered  about  each  business  transaction  before  it  can  be 
correctly  classified  and  recorded  in  the  accounts. 

1.  What  accounts  are  affected  by  the  transaction? 

2.  Are  these  accounts  increased  or  decreased? 

3.  Which  side  of  these  accotmts  records  increases,  and  which  records 


4.  Which  account  shall  be  debited  and  which  credited  as  a  result? 

In  the  ledger  accounts  of  Frank  Brown  which  are  shown  in  Figure  6, 
twelve  business  transactions  are  recorded,  five  of  which  we  have  analyzed 
below,  using  the  four  questions  given  above. 

Transaction  1.  On  January  3,  1922,  Frank  Brown  invests  $2,000.00 
cash  in  a  retail  business. 

1.  Cash  and  Proprietorship  accounts  are  affected. 

2.  Cash  is  increased  $2,000.00 
Proprietorship  is  increased  $2,000.00. 

5.  Cash  is  an  asset  and  therefore  is  debited  with  increases. 
Proprietorship  is  credited  with  increases. 

4.  Cash  Account  is  debited  with  $2,000.00,  and  Capital  Account  is  cred- 
ited with  $2,000.00. 

Check  up  to  see  whether  or  not  this  double  entry  has  been  made  in  the 
accounts  shown  in  Figure  6. 

Transaction  2.  On  January  5,  Brown  buys  office  furniture  for  $1,000.00 
cash.  In  working  out  the  four  steps  by  numbers,  this  analysis  would  fol- 
low: 

1.  Cash  and  Office  Furniture  accounts  are  involved. 

2.  Office  Furniture  is  increased,  and  Cash  is  decreased. 

8.  Since  both  accounts  are  assets,  they  are  always  increased  on  the  left 
side  and  decreased  on  the  right  side. 
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4.  Office  Furniture  is  debited  with  f  1,000.00  because  it  is  increased. 
Cash  is  credited  with  $1,000.00  because  it  is  decreased. 

Have  the  proper  debit  and  credit  in  the  two  accounts  been  shown? 

TninsactioD  3.    On  January  6  Brown  pays  $60.00  rent. 

1.  Cash  and  Expense  accounts  are  involved. 

2.  Cash  is  decreased,  and  Expense  is  increased. 

3.  Increases  are  shown  in  both  accounts  on  the  left  side,  and  decreases 
on  the  right  side. 

4.  Expense  is  debited  with  $60.00,  and  Cash  is  credited  with  $60.00. 
Do  yoQ  find  this  debit  and  credit  in  the  ledger  accounts? 

Transaction  4.  On  January  10  Brown  buys  on  account  merchandise 
worth  $500.00  from  Witt  &  Kling.  We  have  omitted  the  analysis  for 
Transactions  4  and  5,  and  have  given  only  the  results. 

Debit  Purchases  with  $500.00,  and  credit  Accounts  Payable  with 
$500.00. 

Have  the  debit  and  credit  entries  been  made  in  the  accounts? 

Tnuisaetion  5.  On  January  12  Brown  borrows  $1,600.00  from  the  bank 
and  gives  the  bank  a  promissory  note. 

Debit  Cash  with  $1,500.00,  and  credit  Notes  Payable  with  $1,500.00. 

See  whether  these  entries  were  properly  made. 

Make  a  similar  analysis  of  the  remaining  transactions,  using  the  same 
four  steps. 

Important  Accoontiog  Principles.  By  making  this  careful  analysis  of 
five  transactions  of  Brown's  business  we  have  illustrated  several  impor- 
tant accounting  principles  that  apply  to  all  ledger  accounts.  They  are  as. 
follows: 

1.  Every  account  must  have  a  proper  heading,  which  indicates  clearly 
the  nature  of  the  entries  It  contains. 

2.  Every  transaction  must  be  recorded  on  the  same  line  with  the  date, 
sufficient  explanation  of  the  nature  of  the  transaction,  and  the 
amount. 

8.  Liability,  Caintal,  Sales,  and  Other  Income  accounts  are  always  cred- 
ited for  increases  and  debited  for  decreases.  They  have  credit  bal- 
ances. 

4.  Asset,  Expense,  and  Purchase  accounts  are  always  debited  for  in- 
creases and  ra-edited  for  decreases.    They  have  debit  balances. 

6.  The  total  amount  credited  is  equal  to  the  total  amount  debited. 

6.  Every  transaction  has  a  twofold  effect  on  the  accounts. 
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THE  TRIAL  BALANCE 

The  keeping  oi  accoonts  is  based  upon  principles  of  exactness.  There 
are  hard  and  fast  roles  which  cannot  be  side-stepped,  and  safeguards  are 
provided  against  errors  which  make  it  possible  for  the  accountant  to  check 
his  work  to  assure  himself  that  he  has  not  violated  those  principles. 

There  is  no  accounting  operation  which  may  be  said  to  be  an  exception 
to  this  statement.  Let  us  take,  as  an  example,  the  fundamental  rule  that 
underlies  the  double  entry  system. 

Every  credit  entry  in  one  account  most  be  offset  by  a  ^milar  debit 
entry  in  another  account. 

The  safeguard  that  uncovers  violations  of  this  role  is  known  as  a  trial 
balance.  It  is  a  trial  or  test  to  see  whether  the  total  debit  entries  in  the 
ledger  correspond  with  the  totaJ  credit  entries.  If  they  agree,  the  ledger 
entries  are  accepted  as  correct. 

How  to  Bfoke  a  Trial  Balance.  To  amplify  this  statement  and  show  the 
purpose  of  the  trial  balance  as  well  as  the  method  of  applying  it  to  actual 
business,  we  will  take  the  accounts  of  Frank  Brown,  as  listed  in  Figure  5, 
and  prepare  a  trial  balance.  In  doing  so,  we  must  organize  our  work  ac- 
cording to  the  following  plan: 

First,  make  a  list  of  the  accounts  as  they  api>ear  in  the  ledger. 

Then,  set  up  two  columns  to  the  right  of  this  list.  The  left-hand  col- 
umn is  for  debits  and  the  right-hand  coltmin  is  for  credits. 

Finally,  after  each  account  named,  enter  in  the  columns  the  total  debits 
and  the  total  credits  for  each  account  as  yon  find  them  in  the  ledger,  thus: 


TRIAL  BiLUCI  (OF 

0TAL8).  JABUARI  31.  1933 

Cwdit 

11,180.00 

400. db 

1.100.00 
700.00 

1,100.00 

3,000.00 

r.iBo.oo 

Accftunti  Btcsivable , 

1,100.00 

700.00 

Thb  Tbul  Bauno  ((V  ToTAu) 

FiEore  6.  Since  every  credit  entry  in  a  ledger  must  be  offset  by  a  similar  debit  entry, 
the  taking  of  a  trial  balance  is  largely  for  the  puroose  of  seeing  whether  or  not  this  pro- 
cedure has  been  followed  exactly.  This  is  a  trial  balance  of  totals.  As  stated  in  the 
discussion,  the  same  reeults  can  be  arrived  at  by  taking  a  trial  balance  of  balances,  as 
shown  in  Figure  7. 
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Trial  Balance  of  Balances.  Let  us  take  the  same  list  of  accounts  as 
shown  in  Figure  6  and  instead  of  taking  the  total  debits  and  total  credits 
of  each  account,  let's  take  merely  the  balance.  In  other  words,  let's  find 
out  which  side  of  each  account  is  larger,  and  how  much  larger.  First  no- 
tice the  Cash  Account.  The  total  debits  amount  to  $3,900.00,  and  the  total 
credits  amount  to  $1,180.00.  The  difference  you  wiU  find  is  $2,720.00. 
This  we  call  the  bahmce  of  the  Cash  Account.  Since  the  debit  side  is 
$2,720.00  larger  than  the  credit  side,  we  say  the  Cash  Account  has  a  debit 
balance. 

Using  this  iUustration  of  the  cash  balance,  you  will  have  no  trouble  in 
getting  the  balance  for  each  of  the  other  accounts.  The  trial  balance  of 
balances  appears  as  shown  in  Figure  7. 


Fnnk  Bran 
TRIAL  BiUIGg  (OF  BiUICBS),  JilUABI  31 

1933 

Debit 

CMdIV 

11, too. 00 
400.00 

1,100.00 

3,000.00 

IB, 300. 00 

JutwTll. 

1923,  ttOO-OO. 

u.soo.oo 

The  TBial  Balancs  («r  Bauncxs) 

FiKor*  7.  Here  we  have  the  trial  balance  made  vp  from  balances  rather  than  from 
totals.  So  far  as  proof  as  to  the  accuracy  of  the  accounts  U  concerned,  there  is  no  differ- 
ence between  this  type  of  trial  balance  and  one  made  up  &om  totals.  The  trial  balances 
of  balances,  however,  possess  certain  advantaKes  irtdch  you  will  find  fully  explained  in 
the  text. 


The  advantage  is  this:  The  trial  balance  is  the  intermediate  step  be- 
tween the  ledger  and  the  statements.  For  example,  the  accountant  does  not 
take  over  the  asset  and  liability  amounts  directly  from  the  ledger  into  the 
balance  sheet.  First  of  all  he  sets  up  a  trial  balance,  to  test  the  accuracy  of 
the  accounts.  Now,  while  the  accountant  tests  the  accounts  by  means  of 
a  trial  balance,  he  might  just  as  well  set  up  the  trial  balance  in  such  a  form 
that  he  can  transfer  the  amounts  directly  from  the  trial  balance  into  the 
statements  without  any  further  calculations.  Figure  8  shows  a  profit  and 
loss  statement  made  up  from  items  in  the  foregoing  trial  balance. 

You  wiU  notice  in  the  profit  and  loss  statement  shown  in  Figure  8,  that 
of  the  goods  purchased,  all  were  sold  except  $100.00  worth.  TTiis  unsold 
merchandise  is  really  in  the  Purchases  Account  and  must,  therefore,  be 
sdbfxacted  from  the  Purchases  amount  to  find  the  cost  of  goods  sold. 
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rrank  Brown 

FROriT  AID  loss  STATBOn 

For  the  MDlb  of  Jwuirj.  1933 

11,100.00 

Pnrchiaea  During  Jtnuanr. 

...»    700.00 

t    BOO. DO 

in. 00 

1    330.00 

Tbi  Pbotit  and  Lou  Statim  bkt 


Fignn  8.    Brown's  accountant  woold  ose  the  trial  balance  of  balances  In  moklns  up  his 

monthly  balance  sheet  and  profit  and  loss  statement.    This  form  illustrates  Eow  the 

profit  and  loss  statement  will  ai^tear. 

The  balance  sheet  made  up  from  the  same  trial  balance  is  shown  in 
Figure  9. 


Frank  Brora 

BAUUrCI  3BRT,  JAIUAfiT  SI.  1933 

Assns 

LIAfilLITIES  AID  CAPITA 

Curront  Aaatta 

Curronl  Liabilitiea 

Ci<li S3.730.00 

Account!  RaceiTibla.      700.00 

.13,620.00 

Accoma  Fmbl«...S      400.00 
Hotai  FijabU 1,800.00 

.U. 300. 00 

Total  Currant  AimIb 

Fii«d  Atoati 

Capital 

Offica  ?iiniiture 

.1,000.00 

Met  Worth,  Jan.  1. J  3,000.00 
Nat  Profit  for  Jan.        830.00 

U.S30.00 

•4,530.00 

Thb  Balance  Shibt 

Figure  9.    The  accountant  has  taken  the  balance  sheet  items  from  tile  trial  balance  of 

balances.    If  he  had  taken  them  from  the  trial  balance  of  totals,  he  would  have  had  to 

determine  the  balances  first  before  setting  up  the  balance  sheet. 

The  Main  Porpoaes  of  the  Trial  Balance.    It  is  apparent,  then,  that  the 
trial  balance  serves  two  important  purposes: 

■It  is  used  to  test  the  correctness  of  the  ledger. 


First. 
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Second. — It  is  used  in  making  up  the  balance  sheet  and  the  profit  and 
loss  statement. 

Order  of  Entering  Ledger  Aceoonts.  Yon  no  doubt  have  noticed  that 
the  accounts  of  Frank  Brown  have  been  explained  in  the  order  in  which 
they  were  set  up  in  the  general  ledger— assets  first,  then  liabilities,  tbeii 
nominal  accounts,  and  finally  the  capital  account.  While  there  is  no  rule 
for  entering  these  accounts  in  a  ccotain  order,  it  is  considered  the  best 
practice  to  arrange  them  in  the  order  in  which  they  appear  in  the  balance 
sheet  and  the  profit  and  loss  statement.  However,  if  some  other  plan  is 
better  adapted  to  the  needs  of  a  business,  that  is  the  one  to  use.  "nie  im- 
portant consideration  is  to  save  as  much  time  and  effort  as  possible. 

THE  IMPORTANT  POINTS  IN  THIS  ASSIGNMENT 

When  we  sommarize  the  outstanding  principles  of  accounting  practice' 
explained  in  this  assignment  we  find  it  desirable  to  re^mphaaize  the  f<^ 
lowing: 

First — ^The  ledger  is  a  permanent  record  of  all  transactions  of  a  business. 
Not  only  must  the  entries  be  a>rrect  but  they  most  be  invperly 
classified. 

Second — ^There  are  two  kinds  of  ledger  accounts — Real  and  Nominal.  Real 
accounts  are  more  or  less  permanent  and  include  Assets,  Liabilities, 
and  Capital.  Nominal  accounts  are  accounts  su^  as  Sales,  Pui^ 
chases,  Expenses,  and  Income  which  change  currently  thruoat  the 
accounting  period. 

Thirds-Ledger  entries  are  made  according  to  the  debit  and  credit  method, 
known  as  the  double  entry  system,  which  is  based  on  the  rule  that 
every  debit  entry  must  be  offset  by  a  credit  witry. 

Fourth— The  trial  balance  Is  the  test  by  which  an  accountant  can  detect 
errors  in  his  ledger  entries. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  8 

Assignment  3  teaches  some  fundamental  principles  which  it  is  abso* 
lutely  essential  that  yon  onderstand  thoroly.  liie  doable  entry  principle 
explained  in  this  assifrmnent  is  the  basic  principle  in  all  modem  account- 
ing practice. 

Apply  the  principles  learned  in  this  assignment  to  the  following  prac- 
Ucal  problems.  If  yon  succeed  in  "getting  a  balance"  in  problem  8,  you 
can  safely  feel  that  you  have  an  understanding  of  this  very  important 
asignment. 

Observe,  as  usual,  aU  previous  instructions,  and  send  in  work  that  will 
pass  a  rigid  test  both  as  to  correctness  and  appearance. 

1.  The  following  accounts  appear  on  the  ledger  of  the  F.  L.  Lowe  Trad- 
ing Company.  Make  two  columns,  listing  in  the  one  those  accounts  that 
have  a  debit  balance,  and  in  the  other  those  accounts  that  usually  have  a 
eredit  balance. 

Cash  Taxh 

A<x»UNn  Rkbtabw  DKPBBOAnoN  or  Buiuniias  (EzpmmB)  - 

HoRs  Patabu  BinuHNOB 

AcCOUNTB  PATABLS  OlTICI  FuRKITUKB 

HncHANnm  iNTimaiT  Saixs  DisoouNn 

PufiCHAsiB  PnacHABB  Disoomras 

DeUVUT  EQVIPHlNt  PQBCHASB  AlXOWANCM 

SaUS  SalIBUIM'B  COUIUSSNNS 

DiuvBT  Exmm  Nam  Racmvisu 

iMnmar  EABim  .    .                   fiawT  Racsm 

iMntBiai  ExnNBS  Loes  on  Bad  Ddtb 

Capital  MoRnuiB  Patabu 

Imburancb  Expenss  Saus  Aluiwancis 

2.  Set  up  ledger  accounts  with  the  following  transactions  properly 
entered. 


8,  Pays  1100.00  for  T«nt 

4,  Bays  ofBee  furniture  for  $120.00  cash, 

6,  Buys  $8,637.60  worth  of  shoes,  on  account,  from  W.  Eddy  ft  Con]|>an]r. 

6,  Pays  $1,000.00  cash  to  the  Sprlngrfleld  Shoe  Company  for  an  order  of  shoes. 

7,  Sells  shoes  to  W.  J.  Watson  on  account,  amounting  to  $860.75. 

10,  Buys  a  delivery  truck  for  $1,200.00  cash. 

11,  Sells  to  C.  A.  Brown,  shoes  on  account,  for  $600.00, 

12,  Returns  $60.00  worth  of  shoes  to  W.-Eddy  ft  Company,  and  receives  credit  for 
$60.00. 

14,  Pays  $200.00  to  W.  Eddy  ft  Company  to  apply  on  account 

17,  Pays  $160.00  for  an  office  safe. 

18,  Sells  shoes  on  account  for  $760.00  to  Charles  Harrison. 

19,  W.  J.  Watson  complains  that  part  of  his  order  of  Jan.  7  was  of  inferior  grade. 
He  is  not  required  to  return  the  goods,  but  is  allowed  credit  for  $25A0. 

21,  Receives  a  check  from  C.  A.  Brown  for  $S0O.OO  to  apply  on  his  account,  and  a 

80-day  note  covering  the  balance  of  the  account 
24,  Sells  shoes  worth  $610.00  to  R.  S.  Stone,  who  gives  a  note,  payable  in  80  days. 

Assignment  8,  Page  14 


fedbyC00«^L 


26,  Borrows  11,000.00  from  First  National  Bank  on  his  note,  payable  in  00  ilayi. 
26,  Sells  ^460.00  worth  of  shoes  on  account  to  F.  Jones. 
2S,  Pays  SSJ)0  for  telephone  service  in  January. 
SOr  Pays  (10.00  for  newspaper  advertising  in  January. 
81,  Pays  clerk's  salary  for  January,  $160.00. 

81,  Seceives  $20.00  from  the  sale  of  old  boxes.    (ThiB  income  should  be  recorded 
in  an  account  separate  from  regular  sales.) 

3.    (a)  From  the  ledger  accounts  which  yon  have  set  up  in  Solution  2, 
prepare  a  trial  balance  of  balances. 

(b)  From  this  trial  balance  set  up  a  profit  and  loss  statement  for 
the  month.  The  Merchandise  Inventory  of  January  81,  1922, 
amounted  to  $2,500.00. 

(c)  Prepare  a  balance  sheet  showing  the  financial  condition  of  the 
business  as  of  January  81,  1922. 


You  can't  keep  your  work  up  to  date  if  jyou  don't  keep  your 
mind  up  to  date. 

— Herbert  Kattfman 
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Elements  of  Accounting  Practice 

Assignment  4 

CLOSING  THE  LEDGER 


n'^E  training  offered  by  an  institution  such  as  LaSalle 
-L  Extension  University,  supplementing  as  it  does,  in  a 
most  valuable  way,  the  purely  mechanical  details  acquired 
in  the  office  or  bank,  should  be  of  great  practical  advan- 
tage to  all  who  are  ambitious  to  prepare  themselves  for 
the  numerous  avenues  of  useful  and  profitable  employ- 
ment  which  the  future  will  surely  afford. 

ELMER  H.  YOUNGMAN. 


LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  sabjecta  covered  in  the  first  section  of  the  course. 
In  bold  faced  tjT)e  are  the  lesflons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  Hie  Balance  Sheet 

2.  The  Profit  and  Loss  Statcmmt 

3.  The  General  Ledger 

4.  GoBing  the  Ledger 

5.  Tlie  Journal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  Hie  Cash  Journal 

8.  Merchandise  Records — The  Purchase  and  Sales  Journals 

9.  Subdivision  of  the  Ledger 

10.  Cohininization 

11.  Promissory  Notes 

12.  Drafts.  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissolution  Problems — Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21.  Corporation  Accounting — Reorganizations — Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements — General  Review   - 
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Alt  Vigbu  Rcwrred  in  All  CouotriM 
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CLOSING  THE  LEDGER 

BRINGING  TOGETHER  THE  PROFIT  AND  LOSS  ACCOUNTS 

The  information  which  is  collected  and  classified  in  the  ledger  during 
an  accounting  period  usually  appears  in  a  large  number  of  accounts.  At 
the  end  of  the  period  the  accounts  containing  this  information  are  totaled, 
a  trial  balance  is  taken,  and  the  statements  are  then  prepared. 

Siintiiiary  of  the  Ledger  Necessary.  Besides  furnishing  information 
for  the  statements,  the  accounts  must  also  be  summarized  in  the  ledger 
itself.  In  other  words,  all  temporary  or  nominal  accounts,  such  as  F^- 
chases.  Sales,  and  Other  Income  and  Expense  accounts  must  be  summar- 
ized or  closed.  In  these  accounts  have  been  recorded  all  changes  in  net 
worth  during  the  period.  The  net  result  of  all  these  changes,  whether  a 
profit  or  loss  for  the  period,  must  finally  be  brought  into  the  Capital 
Account  if  the  Capital  Account  is  to  show  the  facts,  namely  the  present 
net  worth.  This  summarizing  of  the  nominal  accounts  is  a  process  of 
several  steps,  commonly  called  "closing  the  ledger." 

The  Closing  Process.  Closing  the  ledger  does  not  bring  any  new 
transactions  into  the  ledger;  it  does  not  change  in  any  way  the  assets, 
liabilities,  profits,  or  losses ;  it  merely  summarizes,  that  is,  brings  together, 
what  is  sjready  in  the  accounts.  In  other  words,  it  is  an  internal  adjust- 
ment of  the  ledger. 

The  closing  process  involves  several  definite  steps,  which  can  be 
described  best  by  means  of  a  practical  example  from  business.  We  have 
selected  John  Singer's  business  for  the  purpose  of  illustration. 

ninstration.  John  Singer  is  a  dealer  in  potatoes.  He  generally  buys 
his  potato^  from  out-of-town  commission  merchants  and  sella  them  to 
grocers  of  his  own  city. 

The  store  in  which  he  does  business  is  small  and  costs  him  only 
$50.00  a  month  rent.  In  fact  he  doesn't  need  a  large  store,  because  he 
never  keeps  a  large  stodi  on  hand.  He  employs  two  men — one  a  handy 
man  around  the  store,  and  the  other  an  accountant. 

Mr.  Singer  devotes  most  of  his  time  to  buying  and  selling,  and  leaves 
the  work  of  keeping  records  to  his  accountant. 

Like  any  successful  business  man,  he  leaves  nothing  to  guesswork. 
Each  month  he  checks  up  with  his  accountant  so  that  he  will  know  exactly 
where  the  business  stands. 

Net  Profit  Determined  by  Statements.  On  the  last  day  of  September, 
1921.  the  accountant  took  a  trial  balance,  and  from  this  trial  balance  made 
a  profit  and  loss  statement  for  the  month.    The  net  profit  for  September, 
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as  shown  on  his  statement,  amounted  to  $214.54.  The  accountant  also 
made  a  balance  sheet,  in  which  the  same  net  profit  was  shown  as  added 
to  the  capital  on  September  1,  1921. 

Why  the  Ledg^er  Most  Be  Gosed.  Thus  at  the  end  of  the  month 
Sin^r  Imew  his  net  profit  and  his  present  net  worth  from  the  information 
which  was  summarized  in  the  statements.  But  the  summary  in  the  state- 
ments did  not  in  any  way  changie  the  ledger  accounts  themselves.  In  the 
profit  and  loss  statement,  for  example,  the  net  profit  for  the  month  was 
determined  by  summarizing  the  nominal  accounts  in  the  form  of  a  report. 
It  was  necessary  also  for  the  accountant  to  make  a  summary  in  the  ledger 
in  order  to  bring  the  net  profit  figure  finally  into  the  Capitid  Account.  In 
other  words  he  must  dose  the  ledger. 

When  the  Ledger  Is  Oi»ed.  It  is  customary  to  close  the  nominal 
accounts  at  regular  intervals,  usually  at  the  time  of  making  the  state- 
ments. As  explained  in  Assignment  3,  the  nominal  accounts  are  tempo- 
rary and  are  used  during  the  period  to  record  all  profits  and  losses.  At  the 
end  of  the  accounting  period  these  profit  and  loss  accounts  have  served 
their  purpose,  and  for  this  reason  they  are  balanced  and  ruled  off. 

It  was  necessary,  therefore,  for  Singer's  accountant  to  close  the  ledger 
on  September  SO.   His  ledger  contained  the  accounts  given  in  Figure  1. 


LEDGER  ACCOUNTS  (John  Singer) 

REAl^-BALANCE  SHEET  ACCOUNTS 

CASH 


DATE 

ITBB 

Fol. 

^ 

DEBITS 

DATE 

iTBia 

m. 

^ 

CREDnS 

1931 
3.pt. 

1 

Balinc*  on  Iinl 

3000 

QO 

1931 

3.pt. 

3 

EipsniB,  Rsat 

M 

oo 

13 

rrtttklio  k  SMltb 

76 

00 

B 

Purcbtsa 

4S0 

00 

13 

rnnkliD  4  Saith 

60 

00 

9 

Kipinai,  SUttonarr 

id 

DO 

18 

Incona,  Silt  of  Saptf 

14 

Botch  k  Co. 

leo 

00 

B»mU 

10 

00 

14 

HsUt  Potato  Fan 

150 

10 

36 

Fraight  on  Parcbiae 

47 

» 

30 

DeliTBry  Iqnipaent 

340 

00 

30 

Eipansa,  Glark'a 

Salary 

llB 

00 

SO 

Eipanat,  Accoantanl's 

SaUnr 

170 

00 
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ACCOUNTS  RECEIVABLE 

"" 

IRHS 

Fol. 

^ 

DEBITS 

Din 

itois 

Fol. 

v' 

CREDIT^ 

1111 

!.It. 

1 

Buliiic* 

135 

00 

1031 

3«pt. 

13 

Cub,  rrinkUn  4 

10 

&n«  Groc«iT  Co. 

aso 

00 

Saith 

7fi 

00 

le 

FnnkliD  (Silth 

41S 

00 

13 

RoU  tiom  icM  Gnc- 

27 

iLCBt  Gracarj  Co. 

543 

M 

•nco. 

180 

00 



J 

13 

Gteh.Pmklin&SBith 

_ 

_ 

BO 

00 

DELIVEEY  EQUIPMENT 


|1B31  I 

ISapt.l  llBiliBce 


+1 


NOTES  KECEIVABLE 


ACCOUNTS  PAYABLE 


1031 

a.pt. 

u 

CMh,  Sotcb  t  Co. 

■ 

leo 

00 

loai 

Sipt, 

1 

BiUnc* 

700 

DO 

17 

loU,  Botch  4  Co. 

300 

00 

10 

tIelU  PoUW  Pin 

234 

10 

M 

Ctih,  VelU  PoUto 

Ptn 

ISO 

DO 

30 

DMh,  Hon*  *nd  Wigon 

su 

DO 

30 

Rot«,  Villi  FoUto 

Fin 

74 

30 

NOTES  PAYABLE 


llll 

1931 

17 

Koich  4  Go. 

300 

DO 

SO 

Villi  Fouto  Pan 

74 

10 

Aniniii«ii|t(^«it<«<|;lc 


NOMINAL— PEOFTT  AND  LOSS  STATEMENT  ACCOUNTS 
PUKCHASES 


831- 
[•pt. 

S 

Ciih 

450 

00 

1931 

10 

Italli  Pouto  Para 

314 

10 

le 

Cub.  Freight-In 

47 

GO 

im 

Sept. 

10 

&C1M  Grocery  Co. 

330 

« 

16 

Frtoklin  t  taith 

41S 

.« 

IT 

fLcne  Grocerr  Co. 

543  14| 

1 

WCOME  (OTHEE  THAN  SALES) 


mi 

aept. 

s 

Ctih,  Bent 

. 

BO 

00 

1S31 

s 

Caih,  SUtionerr 

10 

00 

so 

Clerk'i  SiUry 

115 

00 

30 

kccounUnt'e  Stlar; 

170 

00 

Lbmieb  Accounts 

Fignn  I.  Mr.  Singer's  ledger  accounts  shown  here  contain  only  specimen  transactiona. 
The  balances  «r«  carried  forward  as  of  September  1.  Tbe  accounts  are  grouped  in  two 
general  classes: 

1.  Beal,  or  Balance  Sheet  Accounts 

2.  Nominal,  or  Profit  and  Lobs  Statement  Accounts 
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What  Is  Meant  by  Closiiig  an  Account?  Since  the  process  of  dosinsr 
the  ledger  involves  the  closing  of  certain  accounts,  it  is  necessary  first  of 
all  to  understand  what  is  meant  by  "closing  an  account." 

The  closing  of  an  account  as  illustrated  in  Figure  2  requires  three 
definite  steps: 

1.  Balancing  the  account 

2.  Doable-ruling  the  account 

8.  Transferring  the  balance  to  another  account, 
which  is  usually  a  sununary  account. 

PXmCHASES 


DATE 

ITEUa 

roi.  V 

DEBITS 

DATE 

ITEMS 

Pol. 

V 

CGBDITS 

1931 
Sipt. 

B 

CMh 

AGOO 

1031 
Sapt.  3 

OBilsnce  to  Trading 

731 

70 

10 

Vallt  PaUto  Pin 

334  3 

IS 

Ciih,  Freight-In 

47  8 

7317 

791 

70 

TRj 

U)ING 

Mi 

3ipt. 

90 

BiUncf  of  PnrchaiM 

731 

1031 
70 

CLOBINa  AM  ACCOUKT  iLLnBTRATID 

nsnre  2.  Follow  Hr.  Singer's  accountant  step  b^  step,  and  you  will  know  exactly  how 
to  close  an  accoont.  The  first  thing  to  do  is  to  balance  the  account;  in  this  case  credit 
the  Purdiaaes  Account  with  an  amount  large  enough  to  balance  the  debit  side,  |721,70. 
Then  total  both  sides  of  the  account  and  double  rule  it.  The  third  step  is  to  debit  the 
Trading  Account  with  the  same  amount  that  was  credited  to  the  Purchases  Account. 

Accounts  to  Be  Closed.  Closing  the  ledger  does  not  mean,  that  all 
accounts  in  the  ledger  are  closed.  Only  those  accounts  are  closed  that  are 
summarized  in  the  profit  and  loss  statement,  namely  those  which  involve 
changes  in  net  worth.    They  are: 

Sales 
Pdhchasis 
Pnnous  Invbntobt 
GxPBNSia 
Incou 

The  balance  sheet  accounts  are  not  closed,  because  they  do  not  record 
changes  in  net  worth.    They  are: 


Cash 

Accounts  RnxiTABLa 
CnsBSNT  iNTxmoeT 
(Set  up  as  a  new  account) 


Dbuwit  Eouipusot 
Nona  RioEivABU 
AccotTNTs  Patabu 
Nonts  Patabix 
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Balance  sheet  accounts  are  not  formally  closed  as  are  the  nominal 
accounts,  but  they  may  be  ruled  and  balanced  when  they  are  forwarded  to 
the  next  page.  They  cannot  be  said  to  be  closed,  because  their  balance  is 
not  tran^enred  to  a  summary  account. 

Sorainary  Accounts  Used  in  Ckidnsr.  When  Singer's  accountant  closed 
his  ledger,  he  set  up  two  new  accounts,  the  "Trading  Account"  and  the 
"Profit  and  Loss  Account."  These  accounts  serve  aS  partial  summaries  in 
the  closing  process.  They  do  not  appear  on  the  ledger  as  regular  accounts^ 
but  are  provided  at  the  time  of  closing  to  receive  the  balances  of  the  ac- 
counts that  are  closed.  After  the  balances  have  been  entered,  they  in  turn 
are  tiXao  dosed,  and  do  not  reappear  until  the  next  closing  date.  The  bal- 
ance of  the  iSrading  Account  is  either  gross  profit  or  gross  loss.  Ilie 
balance  of  the  Profit  and  Loss  Account  is  either  net  profit  or  net  loss. 

In  closing  the  nominal  accounts,  the  accountant  did  the  following  three 
things: 

I.  Brought  together  SALES,  PURCHASES,  AND  INVENTORIES  into  the  Trading 
Account  to  DETERMINE  GROSS  PROFIT. 

II.  Carried  grata  profit  TO  THE  PROFIT  AND  LOSS  ACCOUNT,  thus  cloamg  the 
Trading  Account,  and  then  offset  this  stobs  profit  with  the  balance  of  the 
Expense  Account  and  added  the  balance  of  the  Income  Account  to  determine  the 
net  profit. 

III.  aosed  the  PROFIT  AND  LOSS  ACCOUNT  and  carried  the  NET  PROFIT  TO  THE 
CAPITAL  ACCOUNT  AS  A  CREDIT. 

Each  of  these  three  steps  will  now  be  fully  illustrated. 

L    PURCHASES,    SALES,    INVENTORY    CLOSED    INTO    TRADING 
ACCOUNT 
Figure  3  shows  these  accounts  as  they  appeared  after  the  accountant 
dosed  them  into  the  Trading  Account  to  determine  the  gross  profit. 


SALES 

DATE 

ITM3 

Fol, 

V 

DBBirS 

DAI8 

IIEH3 

?ol. 

V 

CBIDIT8 

1931 
S>pt. 

30 

BaUaca  to  Trading 

1S31 
Sept. 

10 

Acne  Groesry  Co. 

3S0 

DO 

Accoant 

1387 

24 

le 

FrtDkliD  &  Smith 

41S 

SO 

17 

A««  Grocery  Co. 

6ti 

u 

12  87 

M 

1317 

14 

CiaoHBUt  eoiUuaiii  on  ntxt  pafi 
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PURCHASES 

- 

un 

lines 

Fol. 

^ 

DKBIIS 

DATE 

mis 

Fol. 

V 

CMMT8 

1B31 
StFt. 

E 

Cith 

450 

00 

1931 
Sspt. 

30 

BiUneg  to  Tndlig 

ZOHellt  PoUto  Fin 

334 

10 
SO 

70 

AceoDDt 

731 

70 

ze 

Caih,  Prtight 

47 

- 

721 

731 

70 

■"' 

INVENTORY 


Aug. 

11 

5«odi  on  Hand 

113 

00 

1S31 
Sopt. 

So{B*Unc«  to  Trading 

Accoont 

112 

DO 

S.pt. 

30 

Good,  on  H.nd 

se 

DO 

mi 

S«pl. 

so 

Pwtioo*  Io»«ntorj 

113 

00 

mi' 

Sept. 

30 

CurroBt  InTentoty 

OS 

DO 
M 

so 

Parclidie* 

731 

70 

SO 

3alB» 

1387 

BtUnct,  Groii  Profit 

640 

54 

1383 

14 

- 

ISBS 

14 

Closino  Accounts  into  TRADiua 

Ptgnra  S.  Observe  how  each  of  these  accounts  is  dosed  faito  the  summary.  «ccoant> 
Tniding.  The  Sales  Aceount  haa  a  credit  balance  of  11^7^.24.  To  dose  it  the  account*, 
ant  must  debit  Sales  Account  with  this  amount,  and  credit  Trading  Account.  Purchases 
Account  is  dosed  by  crediting  it  with  $721.70  and  debiting  Trading  irith  the  same 


Fix  in  your  mind  jost  what  these  two  entries  into  the  Trading  Account 
mean.  The  balance  of  the  Sales  Account  is  credited,  and  the  balance  of 
the  Purchases  Account  is  debited,  to  the  Trading  Account.  If  Singer  had 
sold  all  the  goods  he  purchased  and  had  no  potatoes  on  hand  Septranbef 
SO,  then  the  difference  between  the  sales  and  purchases  would  be  the  grosd 
profit.  But  this  is  not  the  case.  He  had  $96.00  worth  on  hand  Septauber 
80,  and  the  Inventory  Account  shows  a  debit  of  $112.00. 

Inventory  Adjustments.  The  accountant,  therefore,  must  adjust  these 
two  inventories  to  show  the  facts  properly  on  the  books. 

Previous  Inventory.  As  you  note  in  the  accounts  above,  he  credits  the 
Inventory  Account  with  the  Previous  Inventory,  $112.00,  and  debits  the 
Trading  Account  for  the  same  amount,  thus  closing  the  Inventory  Account. 


Asrignmant 

Digitized  by 


emgie 


Current  Inventory.  The  Current  Inventory  must  also  be  set  up  below 
the  double  mling.  You  will  notice  that  the  accountant  debits  the  Current 
Inventory,  $96.00,  to  the  Inventory  Account  and  credits  the  Trading 
AccouDt  with  the  same  amount. 

Gross  E*roflt— the  Balance  of  the  Trading  Account.  The  Tradinsr 
Account  has  now  been  debited  with  Purchases  and  Previous  Inventory, 
and  credited  with  Sales  and  Current  Inventory.  This  account  now  shows 
(on  the  left)  all  goods  which  are  to  be  acconnted  for,  both  the  goods  on 
hand  at  the  beginning  of  the  period  and  the  purchases.  It  shows  (on  the 
right)  the  goods  accounted  for— the  sales  and  the  goods  on  hand  at  the 
end  of  the  period.  The  difference  between  the  goods  to  be  accounted  for 
and  those  accounted  for  is  the  profit  due  to  Trading,  i.e..  Gross  Profit. 

TRADING  ACCOUNT 


Previous  Inventory  Current  Inventory 

B^nce  of  Purchases  Account  Balance  of  Sales  Account 

Resulting  Balance  Is  Gross  Profit 

The  credit  side  is  larger  when  there  is  a  profit  on  trading,  and  th« 
debit  side  is  larger  when  there  is  a  loss  on  trading. 

IL  PROFIT  AND  LOSS  ACCOUNT— FINAL  CLEARING  HOUSE  FOR 
ALL  NOMINAL  ACCOUNTS 
In  taking  the  second  step  in  closing  the  nominal  accounts,  the  account- 
ant sets  up  another  summary  account,  called  the  Profit  and  Loss  Account, 
into  which  he  carries  the  balance  of  the  Trading  Account,  at  the  same  time 
closing  the  Expense  and  Income  accounts.  Note  how  the  nominal  accounts 
are  closed  into  the  Profit  and  Loss  Account  in  Figure  4. 


DATS 

ITB43 

Fol. 

^ 

DBBII3 

tm 

ITIH3 

roi. 

V 

CltBDI»| 

1B31 
S.pt. 

3 

Ciih,  Bant 

BO 

M) 

1B31 

S«pt. 

SO 

Bdaoc*  to  Profit  ind 

s 

CtBh,  3taUon«i7 

10 

00 

Loss 

34G 

00 

30 

Caih,  Clerk'f  SaUrj 

IIG 

DO 

30 

Gith,  Accatutinl'a 
3.UI7 

170 

DO 

345 

00 

345 

00 

(AaH 

-iannafpaf.) 
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DAIB 

ITBB 

M. 

V 

DBBirS 

DUE 

iiEHa 

Pol. 

V 

CBEDITsI 

IMl 

S.pt. 

30 

BiUoe*  to  Pntit  ind 

1931 

3»pt. 

18 

CtBh,  bptr  BtrralB 

Losi 

10 

DO 

10 

M 

1 

1831 

a.pt. 

30 

BaUnce  of  Pnrchiiet 

731 

70 

1931 
Sejt. 

SO 

BiUnce  of  3ali* 

1387 

H 

30 

FraTinii  JoTtntorj 

113 

00 

30 

Corrant  Iii«otory 

96 

00 

SO 

Groat  Profit  Ctrriod 

to  Profit  «Dd  Loia 

M9 

E4 

1333 

34 

1383 

14 

PROFIT  AND  LOSS 


Iftal 

Sapt. 

30 

BaUnea  of  Bipanaaa 

ME 

00 

1931 
Japt. 

SO 

Balanca  of  Incoaa 

10 

M 

30 

BaUDca,  lat  Profit 

3U 

» 

30 

Qroai  Profit  fr<» 

Trading       . 

ue 

H 

Clobino  Aooounm  imto  Paora  amd  Lcm 
Fi^re  4.  Hr.  Singar's  accountant  now  closes  all  threa  acconnts.  Expense,  Income,  and 
Trading,  Into  one  summary  account,  called  Profit  and  Loss.  Notice  that  the  Trading 
Account  Ib  closed  into  this  Profit  and  Loss  Account,  by  debiting  the  Trading  Account 
with  the  Gross  Profit  amonnt,_  and  crediting  Profit  and  Loss  Account  with  the  same 
amount.  Follow  the  explanation  in  the  text  and  yon  will  see  how  the  Elxpense  and 
Income  Accounts  are  closed. 

Expense  Gosed  to  Profit  and  Loss.  Since  Gross  Profit  now  stands  in 
the  Profit  and  Loss  Account  as  a  credit,  and  Expenses  reduce  this  profit, 
the  accountant  will  debit  the  Profit  and  Loss  Account  with  the  balance  of 
the  Expense  Account,  at  the  same  time  crediting  the  Expense  Account,  and 
thus  closing  it.  If  the  accountant  had  several  Expense  Accounts,  each 
account  would  be  closed  in  the  same  way  into  the  Profit  and  Loss  Account. 

Income  Gosed  to  Profit  and  Loss.  Since  income  increases  the  profit, 
the  balance  of  the  Income  Account  is  credited  to  the  Profit  and  Loss  Ac- 
count. At  the  same  time  the  Income  Account  is  debited,  and  the  account 
is  closed  and  ruled. 
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m.    TRANSFER  OF  THE  NET  PROFIT  TO  CAPITAL 

The  Profit  and  Loss  Account  now  has  two  credit  items  and  one  debit 
item.  The  balance  is  the  net  profit,  which  is  carried  to  the  Capital  Ac- 
count.  This  is  the  final  step  in  closing  the  ledger. 

PROFIT  AND  LOSS 


Balances  of  Expense  Accounts  Balance  of  Trading  Account 

Resulting  Balance,  Net  Profit  Carried    Balance  of  Income  Account 
to  the  Capital  Account 

The  accountant  now  closes  the  Profit  and  Loss  Account  into  the  Cap- 
ital Account.  In  doing  this  he  debits  the  I^fit  and  Loas  Account  with  the 
balance  of  that  account,  which  is  the  net  profit,  and  credits  the  Cental 
Account  with  the  same  amount.    This  difference  amounts  to  $214.54. 


PROFIT  AND  LOSS 


DiTE 

ITEMS 

Fol 

J 

DEBITS 

UTE 

ITU3 

Pol 

</ 

CBBDITS 

isn 

3»pt. 

SO 

BtliDca  of  Expioat 

1B31 
Sept 

SO 

Bilanca  of  Incou 

ieconnl 

34t 

IN 

icconnt 

10 

DO 

3D 

Eel  Prtfit  Girrial  to 

10 

Croii  Profit 

H9 

H 

CtpiUI  Account 

an 

54 

G59 

M 

ESI 

H 

CA 

PI 

TAI 

8.pt. 

,. 

BtUnca  Don 

>m 

» 

LS3I 
!>pt. 

1 

CtpiUl 

i.» 

« 

so 

l«tProfit.3«pt9.bor 

314 

94 

3101 

54 

3101 

54 

Let. 

1 

Capital 

3101 

H 

Final  Globing  or  PnoiTr  and  Lobs  into  Capital 

Figure  5.  Hr.  Singer's  accountant  now  takes  the  last  step  in  the  closing  process,  by 
closing  the  Profit  and  Lobs  Account  into  the  Capital  Account.  Thua  the  net  profit  is 
added  to  the  original  capital,  showing  that  Hr.  Singer  has  a  net  worth  of  fZ.lOl.M. 
Then  the  Capital  Accoont  may  be  closed  by  a  debit  of  $2,101.64,  and  opened  again  under 
date  of  October  I,  with  a  credit  of  the  same  amount. 
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IRIiL  BALUCZ 

{AFTM  CLOSim) 

SBPTBCBBt  30.  1931 

DabitB 

Cndtta 

1    274.30 
3,m.H 

I2,3TS.74 

3,37S.T4 

Thk  Trial  Bauncb  (Aftsi  Clobino) 


can  check  up  on  his  work  to  Batisfjr  himself  that  his  v 

that  the  trial  balance  after  clof' '* ^.-  ^v 

appear  in  the  balance  sheet. 


B  correct  np  to  date.  Notice 
ae  items  aa  those  that  would 
1  the  arrangement  of  items. 


CMh 

TBUL  MLUCl.  StPTB 
Bifora 
Dabiti 
1    BG3.G0 

UBIB  30,  1931 
Closing 
CraditB 

10.00 

•1,317.34 

374.30 

1,837.00 

Aft«r 

Debit* 

t    613. SO 

lji)7.34 

96.00 

340.00 

180.00 

CloaiDg 

Crtdita 

•    374.30 
1,101.54 

•3,376.74 

iDvsntorjT 

113.00 

•PorchtMS 

Ezptna*  Acconnl 

731.70 
S4S.D0 

S«lM 

CipiUl 

•Ol  thfaaiDount,  «M.OO  rami 

I3.4S8.U 

•3.4SS.44 

13,3711.74 

Two  Trial  BALAKOta  Cohfabid 

Fignre  7.  Hera  you  have  the  two  trial  balances  side  hj  side.  Yoa  can  see  at  a  glance 
that  tha  second  is  shorter  than  the  flrst^ecause  Purchases,  Expense,  Income,  and  Sales 
jBCCOuntG  are  omitted  in  the  second.  These  accounts  are  omitted  because  they  have 
ibeen  closed  and  their  balances  have  been  summarized  or  reduced  to  net  profit,  which 
has  been  added  to  Capital.  Two  accounts.  Capital  and  Inventory,  have  different 
-amounts  in  the  trial  balance  after  closing  from  what  they  had  in  the  trial  balance 
before  closing.  The  Capital  Account  is  larger  by  the  amount  of  net  profit,  llie 
Inventory  Account  now  shows  the  Current  Inventory  amount  because  of  the  adjustment 
j  made  in  the  closing  process. 

Capital  Accoant  Closed.  It  is  customary  to  close  the  Capital  Account 
by  a  balance,  as  indicated  above.  This  consists  of  balancing  the  account 
by  a  debit  entry  on  the  date  of  closing  the  ledger  and  ruling  up  the  account. 
IlLis  balance  is  then  brought  down  under  date  of  the  first  of  the  foUomng 
month. 
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Purpose  of  the  Trial  Balance  after  CIoBins.  The  accountant  has  now 
finished  the  closing  process.  He  has  been  making  numerous  debits  and 
credits.  To  safeguuxl  himself  against  errors  in  the  closing  process,  he 
verifies  his  ledger  by  taking  a  trial  balance.  He  lists  the  balances  of  all 
the  accounts  that  remain  open,  namely  the  real  accounts.  If  the  debits  and 
credits  have  been  made  correctly,  the  balance  will  be  as  shown  in  Figure  6. 

Difference  between  the  Two  Trial  Balances.  Compare  the  two  trial 
balances  of  John  Singer's  business,  and  note  what  items  are  omitted  or 
changed  in  the  trial  balance  after  closing. 

OTHER  METHODS  OF  CLOSING  THE  NOMINAL  ACCOUNTS 
Some  accountants  prefer  to  use  other  methods  in  closing  the  nominal 
-accounts.    The  more  important  ones  are  as  follows: 

1.  Ad  jiiating  the  inventory  thru  the  Pnrcliases  Accouat  Instead  of  thm  the  Tradins. 

2.  Using  the  Salea  Account  as  a  Trading  Acconnt 

S.  Adjusting  the  inventory  and  closing  the  nominal  accounts  directly  into  the  Profit 
and  Loss  Account. 

1.  Adjusting  Inventories  thru  Purchases  Aeeount.  The  accountant 
adjusted  the  inventories  thru  the  Trading  Account.  Some  accountants 
make  this  adjustment  thru  the  Purchases  Account  instead.  They  debit 
Purchases  Account  with  the  Previous  Inventory  and  credit  it  with  the 
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Figure  S.     Showing  another  way  of  adjusting  Inventories.     As  you  B6e,  inventories 

are  not  brought  into  the  Trading  Account,  but  rather  into  the  Purchases  Account.    This 

method  is  quite  commonly  used. 
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dnTent  Inventory.  After  makiiig  these  entries,  they  carry  the  balance 
of  the  Purchases  Account,  which  is  the  cost  of  goods  sold,  into  the  Trading 
Account.  If  Singer's  accountant  had  used  this  method,  his  Purchases  and 
Trading  accounts  would  appear  as  in  Figure  8. 

2.  Sales  Account  Used  as  a  Trading  Acconnt.  5y  this  method  no 
Trading  Account  is  set  up,  all  trading  items  being  summarized  in  the  Sales 
Account.  Inventories  are  adjusted  thru  the  Purchases  Account,  and  the 
cost  of  goods  sold  is  carried  over  into  the  Sales  Account,  instead  of  into  the 
Trading  Account,  in  this  way: 
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Figure  9.    In  using  this  method  no  Trading  Account  is  needed.    Inventories  are  broui^t 
into  the  Purchases  Account,  and  then  the  balance  of  the  Purchases  Account  is  carried 
into  the  Sales  Account.    This  mettiod  is  not  so  commonly  used,  but  you  may  run  across 
it  In  your  accounting  experience,  and  for  this  reason  you  ought  to  be  familiar  with  it 

3.  Inventories  Adjnsted,  Nominal  Accounts  Closed  Directly  into 
Profit  and  Loss  Account.  By  this  method  no  intermediate  summary  is 
made  for  gross  profit.  Inventories  are  adjusted  directly  into  the  Profit  and 
Loss  Account.  The  balances  of  Purchases,  Sales,  Expense,  and  Income  ac- 
counts are  also  carried  directly  into  the  Profit  and  Loss  Account,  as  shown 
in  Figure  10. 
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Figure  10.    Showincr  a  methad  that  has  been  approved  by  some  accoontants.     It  has 

one  advantage  at  least — it  saves  time  by  eliminating  the  Trading  Account  as  an 

intermediate  step. 

The  ultimate  result  obtained  from  these  three  methods  is  exactly  the 
same  as  the  result  derived  from  the  method  first  shown.  The  method  used 
by  Singer's  accountant,  however,  is  generally  approved  by  the  best  author- 
ities on  accounting.  By  closing  Purchases  and  Sales  into  Trading  without 
first  adjusting  inventories  thru  the  Purchases  Account,  we  have  kept  the 
nominal  accounts,  pure  accounts,  that  is,  they  contain  nothing  but  profit 
and  loss  elements.  The  Current  Inventory  which  is  a  balance  sheet  item,  or 
real  account,  is  not  brought  into  Purchases  as  in  tlethod  1.  This  is  in 
accord  with  a  fundamental  accounting  principle  that  a  ledger  account 
should  not  contain  unlike  elements.  Purchases  Account  should  show  noth- 
ing but  purchases.  Sales  Account  nothing  but  sales,  and  idl  the  other 
nominal  accounts  should,  in  like  manner,  contain  only  transactions  that 
affect  net  worth.  If  these  transactions  are  kept  In  their  respective  classes 
of  accounts,  they  can  be  quickly  referred  to  for  statistical  purposes. 

The  Old  Merchandise  Acconnt.  Formerly  the  mixed  account  was  more 
in  favor  than  now.  For  example,  it  was  customary  to  carry  a  "Merchan- 
dise" Account,  to  which  were  debited  the  previous  inventory  and  all  pur- 
chases for  the  period,  and  to  which  were  credited  all  sales.  Then  at  the 
end  of  the  period,  the  current  inventory  was  credited.  Modem  account- 
ing practice  has  done  away  with  the  mixed  account  almost  entirely.  Sepa- 
rate accounts  are  now  used  for  purchases,  sales,  purchases  returned,  ssdes 
returned,  and  inventories. 

Statiaticttl  Value  of  Nominal  Accounts.  By  keeping  a  separate  account 
for  purchases,  another  for  sales,  etc.,  the  accountant  is  able  to  collect  in- 
formation quickly.  He  wastes  no  time.  If  he  has  only  a  few  expenses  to 
record,  he  will  have  one  Expense  Account,  but  when  there  are  many 
expense  items,  he  will  classify  them  into  as  many  accounts  as  the  nature 
of  the  business  may  require.  John  Singer  has  oijy  one  Ebq)ense  Account. 
Large  concerns  provide  for  several  expense  accounts,  for  example.  Selling 
Expense,  Administration  Expense,  and  General  Estpense.  Separate  ac- 
counts may  be  set  up  for  rent,  taxes,  insurance,  or  anything  on  which 
information  may  be  desired  later. 
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The  real  purpose  of  the  nomina)  accounts,  then,  is  to  provide  tempo- 
rary places  in  which  transactions  of  profit  and  loss  may  be  analyzed.  At 
the  end  of  the  accounting  period  these  accounts  are  summarized  and  closed 
into  Capital,  in  the  form  of  net  profit.  They  may  therefore  be  thought  ot 
as  temporary  expansions  of  the  Capital  Account. 

Why  An  Chai^res  in  Net  Worth  Are  not  Entered  Directly  into  the 
Ca^tal  Account.  The  same  result  would  be  effected  if  the  nominal  ac- 
counts were  not  used.  For  example,  it  would  be  possible  for  the  account*, 
ant  to  record  purchases  and  expenses,  item  by  item,  as  debits  directly  in 
the  Capital  Account,  and  sales  and  income  as  credit  items  in  the  Capital 
Account.  Then  he  would  not  need  to  close  any  accounts  at  the  end  of  the 
period.  He  would  merely  adjust  the  inventories  into  the  Capital  Account. 
Then  the  balance  of  the  Capital  Account  would  be  carried  forward  as  the 
capital  for  October  1,  1921.  If  he  made  these  entries  directly  to  Capital, 
the  account  would  appear  as  in  Figure  11. 
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Direct  Entbub  in  the  Capital  Acooumt 

E1k<it«  11.  This  method  of  direct  entry  is  not  used  in  business,  because  the  Capital 
Account  would  tbua  become  too  long  and  cumbersome,  especially  in  the  case  of  large 
concemB,  where  many  purchases  and  sales  are  made  and  hundreds  of  expenses  incurred. 
We  have  shown  you  how  these  direct  entries  might  bo  made  so  that  you  will  under- 
stand fully  what  we  mean  by  saying  that  the  nominal  accounts  are  temporary  expan- 
sions of  Proprietorship  or  Capital.  Notice  that  the  balance  Is  the  same  as  in  the  pre- 
ceding capital  accounts  shown  in  this  Assignment. 

You  can  see  how  difficult  it  would  be  to  collect  information  from  such 
a  Capital  Account  as  that  given  in  Figure  11,  especially  in  a  l^ge  business. 
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If  the  proprietor  wished  to  know  what  the  total  purchases  tar  the  period 
were,  he  or  his  accountant  would  have  to  search  thru  a  long  list  of  trans- 
actions before  he  could  determine  the  amount.  Thus  you  can  see  the 
advantage  of  having  classified  nominal  accounts  for  reference  and  informa- 
tion purposes. 

How  to  Value  Inventory  of  Merchandise.  The  rule  followed- by  most 
accountants  and  business  men  is  to  value  the  inventory  at  cost  or  market 
price,  whichever  is  the  lower.  This  is  considered  the  most  conservative 
method  by  business  men.  The  federal  government  has  approved  its  use 
in  making  up  income  tax  returns. 

Singer  has  100  bushels  of  potatoes  on  hand,  Sept.  30,  1921,  and  he 
values  them  at  the  market  price,  96  cents  a  bushel,  because  it  is  lower  than 
the  average  cost  price.  If  the  present  market  price  were  higher  than  the 
cost  price,  then  the  cost  price  should  be  taken.  Suppose  that  potatoes 
have  gone  up  to  $1.10  a  bushel  on  Sept.  30, 1921,  and  suppose  that  Singer 
figures  his  inventory  at  $1.10  a  bushel.  This  would  increase  his  Current 
Inventory  amount  and  at  the  same  time  decrease  the  Cost  of  Goods  Sold 
amount,  with  the  result  that  his  Gross  Profit  would  be  larger.  Singer 
might  object  because  his  income  tax  would  thus  be  increased,  but  the  chief 
objection  from  the  accountant's  standpoint  is  that  Singer  would  be  antici- 
pating profits;  he  would  be  figuring  a  profit  not  yet  realized,  and  this  is 
contrary  to  good  accounting  principles. 

THE  ESSENTIAL  POINTS  OF  TfflS  ASSIGNMENT 

When  you  have  read  this  fourth  assignment  carefully  you  will  know 
how  to  close  the  ledger. 

Briefly  stated  there  are  three  steps: 

1.  Sales,  Purchases  and  Inventory  are  closed — that  is 
summarized  in  the  Trading  Account. 

2.  Trading,  Expense  and  Income  Accounts  are  closed 
in  the  Profit  and  Loss  Account. 

3.  The  Profit  and   Loss  Account  is  closed   into  the 
Capital  Account. 

You  also  have  learned  three  other  ways  of  closing  a  ledger. 

In  the  second  place,  you  have  been  given  not  only  the  "how"  but  also 
the  "why"  of  closing  a  ledger. 

The  ledger  is  closed  periodically,  so  that  the  net  result  of  all  changes 
in  net  worth,  will  finally  be  reflected  in  the  Capital  Account.  Thus  at  the 
end  of  every  month,  or  oftener  if  desirable,  losses  and  gains  for  the  period 
may  be  summarized,  and  the  net  loss  or  net  gain  brought  into  the  Capital 
Account. 

The  old  nominal  accounts  disappear — they  are  closed  and  ruled,  and 
new  nominal  accounts  will  be  set  up  for  the  next  period. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  4 

Observe  all  previous  instructions,  and  do  the  following  work  as  care- 
folly  as  possible. 

It  win  be  necessary  for  you  to  transfer  the  following  accounts  of  Wil- 
liam Green  to  paper  of  your  own.  In  closing  the  balance  of  one  account 
into  another,  indicate  in  each  case  from  where  and  to  where  the  transfer 
is  made — just  as  we  have  done  in  the  examples  given  in  this  assignment. 

Problem  2  will  test  in  a  simple  way  your  ability  to  analyze.  It  is  im- 
portant to  an  accountant  to  possess  and  develop  this  ability. 

1.  At  the  close  of  business  December  31,  1921,  the  following  totals 
appeared  in  the  accounts  on  the  books  of  WiUiun  Green.  The  amounts 
shown  are  the  results  of  business  operations  from  July  1  to  December 
31,  1921. 

(a)  Prepare  a  trial  balance  (of  balances)  before  closing  the  nominal 
accounts. 

(b)  dose  the  nf^mttifli  f^r-i'iMmta^  using  the  Trading  and  Profit  and  Loss 
accounts  as  explained  on  pages  8  and  9  of  this  assignment.  Show 
all  the  nominal  accounts  as  they  will  appear  after  dosing. 

(c)  Make  a  trial  balance  after  closing. 
The  current  inventory  is  Sl>dOO.OO. 

CAPITAL  (Wflliam  Green) 
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2.  From  the  ledger  accounts  of  John  Singer's  business  on  pages  2,  3 
and  4,  determine  what  the  transactions  were  for  the  month  of  September. 
Find  the  corresponding  credit  for  every  debit,  last  the  transactions  ae- 
cording  to  the  dates  disregarding  the  balances  of  September  1.  For  ex- 
ample: The  transaction  for  September  3  should  be  shown  thos: 

Sept.  8,  $50  paid  for  rent,  debit  to  Expense,  credit  to  Cash,  etc 
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Assignment  5 

THE  JOURNAL 


A  MAN  simply  cannot  run  his  business  or  depart* 
■*■  *■  ment  on  the  facts  of  yesterday.  I  need  only  mention 
modem  accounting  facts,  credit  fects,  organization  facts, 
employment  facts,  market  fects,  executive'control  &cts, 
and  even  the  larger  economic  facts  which  have  a  pro- 
found influence  upon  management  policies. 

F.  A.  SEIBERLING 

,  Pr*aldtnt,  Stihtrlint  ButAer  Company 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold  faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lifter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 


The  Balance  Sheet 

The  Profit  and  Loss  Statement 

The  General  Ledger 

Closing  the  Ledger 

The  Joomal 

Closing  the  Ledger  by  Journal  Entry 

Hie  Cash  Journal 

Merchandise  Records — Hie  Purchase  and  Sales  Journals 

Subdivision  of  the  Ledger 

Columnizatitm 

Promissory  Notes 

Drafts,  Acceptances,  and  Bills  of  Lading 

Auxiliary  Cash  Records 

Other  Auxiliary  Books  and  Business  Papers 

Finding,  Correcting,  and  Preventing  of  Errors 

Accrued  and  Deferred  Items 

Depreciation  and  Uncollectible  Accounts 

Partnership  Accounting — Formation — Operation 

Partnership  Accounting — Dissolution  Problems— Joint 

Ventures 
Corporation  Accounting — Formation — Operatfon 
Corporation  Accounting — Reorganizations — Mercers 
The  Voucher  System 

Factory  Accounting — Manufacturing  Statement 
Factory  Accounting — Perpetual  Inventory — Cost  Sheets 
Classification  of  Accounts 
Single  Entry 

Accounting  for  Nontrading  Concerns 
Agency  Accounts — Branches — Consignments 
Comparative  Statements 
Analysis  of  Financial  Statements — General  Review 
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THE  JOURNAL 

THE  BOOK  OF  ORIGINAL  ENTRY 

The  journal  is  commonly  referred  to  as  the  "book  of  original  entry," 
in  contrast  with  the  ledger,  which  is  often  called  the  "book  of  final  entry." 
In  taking  up  this  assignment,  which  is  devoted  entirely  to  the  journal,  it 
is  important  that  you  understand  clearly  at  the  start  what  the  journal  is 
and  how  valuable  the  principle  of  the  journal  has  become  to  accounting. 

Modem  Journal  Developed  from  Old  Day  Book.  Broadly  speaking,  the 
journal  is  a  book  in  which  all  daily  transactions  are  first  recorded  before 
they  are  entered  in  the  ledger. 

In  the  early  history  of  bookkeeping  all  transactions  were  written  out 
in  detail  in  a  "day  book,"  so  called  because  it  was  a  record  from  day  to 
day  of  all  transactions  as  they  occurred.  The  day  book  was  regarded  as 
an  important  book,  since  it  contained  the  complete  original  record  of  each 
transaction  made  at  the  time  the  transaction  took  place. 

With  the  advance  of  accounting  practice  a  time-saving  method  was 
developed  by  which  entries  were  made  in  a  book  with  two  money  columns, 
one  for  debits,  the  other  for  credits.    This  book  was  called  a  "journal." 

The  modem  journal  is  as  much  a  daily  record  of  the  day's  business  as 
the  unwieldy  day  book  was,  the  only  difference  being  that  the  journal 
offers  an  easier  and  more  direct  method  of  recording  the  transactions, 
and  is  a  record  which  guards  better  against  errors  than  the  day  book. 

In  addition  to  being  a  complete  record  of  daily  transactions,  the  journal 
is  also  preferred  as  a  source  of  authority  and  evidence  in  court. 


ADVANTAGES  OF  JOURNAL 

There  are  five  advantages  in  using  the  journal,  which  may  be  men- 
tioned briefly. 

1.  Journal  Is  Timesaver.  The  accountant  can  save  time  by  using  the 
journal.  If  he  entered  every  transaction  directly  and  immediately  into 
the  ledger  accounts,  he  would  have  to  hunt  up  certain  of  the  ledger  ac- 
counts many  times  during  the  day.  Wouldn't  it  be  a  better  plan  and  a 
saving  of  time  to  analyze  each  transaction  as  it  takes  place,  make  a  special 
record  of  it  in  a  book  provided  for  this  purpose,  and  then  later,  at  a  con- 
venient time,  record  these  facts  in  the  proper  ledger  accounts? 

2.  Joomal  Rcdnces  Errors.  If  you  first  analyze  the  transactions  in  the 
journal  to  determine  the  proper  debits  and  credits  to  be  made,  you  are 
less  likely  to  make  errors  in  the  ledger.  In  the  journal  analysis  the  ac- 
count or  accounts  to  be  debited  and  credited  are  specifically  stated,  wid    i 


the  debits  and  credits  are  shown  side  by  side  on  the  same  sheet.  As  a 
result,  it  is  very  probable  that  the  debit  and  credit  amounts  will  be  carried 
to  the  ledg^er  correctly. 

Furthermore,  the  analysis  of  transactions  and  the  entries  in  the  ledger 
are  two  separate  operations.  If  you  give  special  attention  to  each  of  these 
at  different  times,  your  work  is  likely  to  be  more  accurate. 

3.  Journal  Records  Every  Transaction.  If  you  enter  the  transaction 
directly  into  the  ledger  accounts,  you  split  up  the  record  immediately  into 
two  parts,  the  debit  being  placed  in  one  account  and  the  credit  in  another; 
there  is  no  one  place  in  which  the  entire  transaction  has  been  recorded. 
The  journal  provides  such  a  place.  All  the  facts  of  a  particular  transac- 
tion, such  as  the  date,  the  accounts  affected,  the  debits  and  credits,  and 
the  amounts,  can  thus  be  found  in  the  journal  at  any  time. 

4.  Day-by-Day  Record.  It  is  not  easy  to  ascertain  from  the  ledger 
what  has  happened  month  by  month  or  even  day  by  day.  Consequently 
the  course  of  the  business  cannot  be  studied  by  merely  using  the  ledger. 
You  must  also  have  the  journal,  which  forms  a  sort  of  "running  history" 
of  the  business. 

5.  Aids  in  Locating  Errors.  If  at  the  end  of  an  accounting  period  a 
trial  balance  is  taken  and  found  to  be  out  of  balance,  it  would  be  difficult 
to  find  errors  without  the  aid  of  the  journal.  Suppose  that  you  as  pro- 
prietor bought  show  cases  for  $75.00  cash,  and  that  you  entered  this 
transaction  directly  into  the  ledger  accounts  without  first  setting  up  the 
complete  transaction  in  the  journal.  Let's  assume  that  in  making  the 
ledger  entries  you  debited  Office  Furniture  Account  for  $75.00  and  crwiited 
Cash  Account  for  $7.50,  making  an  error  in  the  Cash  Account.  Naturally 
at  the  end  of  the  accounting  period  your  accounts  would  be  out  of  balance, 
and  you  would  find  it  difficult  to  locate  your  error.  But  if  you  had  used  a 
journal  and  had  recorded  this  transaction  in  the  journal,  showing  the  debit 
and  credit  amounts,  you  could  have  checked  up  the  ledger  accounts  debited 
and  credited  with  the  journal  debits  and  credits,  and  thus  have  located 
your  error  more  easily. 

For  the  reasons  mentioned  here,  the  necessity  and  advantage  of  hav- 
ing a  journal  are  obvious.  Every  business  requires  at  least  two  books  of 
record,  the  ledger  and  the  journal. 

The  Journal  Page.  The  form  of  the  journal  is  very  simple.  It  contains 
pages  ruled  horizontally,  so  that  names  and  figures  may  be  kept  in  line. 
It  should  have  two  money  columns  at  the  right-hand  side.  Figure  1  shows 
the  customary  ruling. 

In  the  "Explanation"  column  is  recorded  the  analysis  of  the  transac- 
tion. The  account  to  be  debited  is  placed  on  line  1.  On  the  second  line, 
beneath,  and  indented,  is  written  the  name  of  the  account  to  be  credited. 
This  arrangement  for  debits  and  credits  conforms  to  the  arrangement  of 
debits  and  credits  in  the  ledger.  Immediately  helovf  these  account  names 
is  written  an  explanation  of  the  important  details  of  that  particular  trans- 
action. _       ,   . 
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The  Joubnal  Illubtraikd. 
Fignr*  1.^-This  Ulustratioii  shows  the  simplicity  of  the  Journal  pages.  Each  of  the  five 
colomnsi  as  you  note,  is  used  for  a  special  purpose.  The  "Date  column  is  for  the  year, 
month,  and  day.  Sometimes  the  date  column  is  omitted  and  the  date  is  entered  in  the 
center  of  the  P&E^  The  "Folio"  column  is  for  the  led^r  pa^e  to  which  the  item  is 
transferred.  Note  how  the  amounts  are  placed.  The  "Explanation"  column  also  has 
an  Important  function,  as  explained  in  the  discussion. 

Wording  of  Joamal  Entry  Explanation.  The  wording  of  the  journal  en- 
try explanations  is  somewhat  a  matter  of  experience.  This  may  be  said 
in  general: 

Do  not  make  the  explanation  too  long  or  detailed.  Do  not 
make  it  so  short  that  the  record  will  be  incomplete  because  of  the 
omission  of  important  facts.  Names,  dates,  and  addresses  are 
important.  The  record  should  be  so  complete  and  clear  that  any- 
one reading  it  will  know  exactly  what  transaction  has  taken  place. 
Pablic  accountants  often  ascribe  much  of  their  difficulty  to  poorly 
made  or  incemiplete  explanations  accompanying  entries. 

It  is  customary  to  leave  one  line  blank  between  transactions  so  as  to 
avmd  confusion  in  reading.  Thus  the  record  of  each  transaction  is  set  out 
as  a  separate  and  complete  unit. 

WHAT  IS  MEANT  BY  "JOURNALIZING"  A14D  "POSTING" 
rhe  use  of  the  journal  includes  two  definite  and  sejiarate  operations: 
X.   Journalizing 
2.   Posting 

"Journalizing"  means  the  entering  of  the  debit  and  credit  for  each 
trMisaction  in  the  joumaL  Posting  consists  of  transferring  these  debits 
and  credits  to  the  ledger  accounts.  To  illustrate  both  journalizing  and 
posting  we  shall  take  the  transactions  of  a  small  hardware  store  for  the 
first  fifteen  days  of  August,  1921.  These  transactions  will  be  journalized 
and  Dosted. 
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Transactions 

Aug.  2    Arthur  Andrews  invests  $6,000.00  in  cash  in  a  retail  hardware  business. 
2    Buys  hardware  trom  Western  Hardware  Conqtanf,  for  cash,  $2,400.00. 

5  Pays  rent  for  August  1-16,  $46.00. 

4    Buys  merchandise  from  Central  Tool  Works,  on  aocount,  for  (376.00— 
terras,  2  per  cent  in  10  days. 

6  Buys  delivery  wagon  and  horse,  for  cash,  $426.00. 
6    Sells  goods,  for  cash,  $160.00. 

8  Sells  merchandise,  on  account,  to  E.  T.  Simon,  $87.60— tenne,  2  per  cent 
in  10  days. 

9  Fays  account  with  Central  Tool  Works,  taking  advantage  of  discount. 
9    Buys  office  fuimiture  from  Goodyear  Supply  Company,  on  account,  for 

$180.00. 

Cash  sales  for  the  day  amounted  to  $176.00. 

10  Pays  $24.00  for  advertising. 

11  Cash  sales,  $180.00. 

12  Farmers  Elevator  Company  buys  $260.00  north  of  hardware  and  gives  a 
60-day  promissory  note  for  that  amount. 

Cash  sales,  $160.00. 

13  Pays  $60.00,  clerk's  salary. 
Cash  sales,  $134.60. 

16    E.  T.  Simon  pays  his  account,  taking  advantage  of  the  discount. 
F.  Walker  buys,  on  account,  $60.16. 
Cash  sales,  $120.00 

Two  Steps  in  Journalizing;.  Journalizing  of  transactions  consists  of 
two  steps: 

1.  Determine  the  accounts  to  be  debited  and  credited. 

2.  Enter  the  debit  and  credit  in  the  proper  columns  of  the 
journal. 

Correct  posting  depends  upon  correct  jounrnlizing.  If  the  transaction 
is  not  properly  analyzed,  the  posting  may  be  mechanicaHy  correct,  bat  the 
accounts  will  not  show  the  facts  correctly. 

Very  often  the  easiest  way  of  learning  how  to  do  a  thing  is  to  watch 
someone  else  do  it  and  then  try  it  yourself.  Yon  can  learn  the  process  of 
journalizing  in  this  same  way. 

Of  the  nineteen  transactions  in  Arthur  Andrews*  business,  we  have 
journalized  eight  in  Figure  2.  You  are  asked  to  journalize  the  other 
eleven  transactions  as  your  solution  for  Problem  1,  stated  at  the  tiid  of  the 
assignment. 

The  Posting  Process.  Now  take  the  first  journal  entry  which  we  have 
given,  and  note  how  the  items  are  posted  from  the  journal  to  the  ledger 
accounts  in  Figure  3. 
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Finira  2. — Note  carefully  the  general  appearance  of  this  journal  ^ge,  and  yon  will 

understand  how  to  set  up  the  eleven  journal  entries  required  in  Problem  1.     Erery 

JoditieI  page  should  be  neatljr  set  up.    It  should  be  easily  legible  and  contun  lUl  tti« 

essential  details  of  every  transaction. 


Transaction  1.    The  first  joomal  entry  is  for  the  original  investment 
of  15,000.00.  _ .  .       . 
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TransactioD  2.  The  second  journal  entry,  shown  in  Figure  4,  is  for  a 
purchase  of  merchandise  for  cash.  Note  how  we  have  posted  it  to  the 
accounts: 
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PoBTiNa  Transaction  2. 
Fltnre  4. — OhaarvK  how  the  debit  of  the  Jotimal  Is  posted  as  a  debtt  to  th«  Pordiasea 
Account,  and  the  credit  as  a  credit  to  the  Cash  Account  The  Cash  and  Capital  accounts 
an^aring  here  contain  aleo  the  first  transaction.  The  Parehases  Account  is  the  new 
aceoont  set  op  to  take  care  of  the  debit  for  Transaction  2,  and  the  credit  is  entered  in 
the  original  Cash  Account.    The  Capital  Account  is  not  changed  by  Transaction  2. 
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Transaction  3.     The  third  journal  entry  was  for  payment  of  rent, 
,.$46.00.    It  is  posted  as  shown  in  Figiiri^  6.  ,.    ,    ,..^  . 


DATS 

FOL. 

BIPUNATIOH 

DSBITS 

CREDITS 

1921 
Aug. 

3 

2 

BiEi«Dae 

46 

OC 

2 

Ga*h 

*6 

DO 

Bent  of  Ston  for  August  1-15. 

LEDGER 
ExPSNSE 


DATE 

ITEU3 

Fol. 

V 

DEBITS 

DATE 

ITMS                 ?oi. 

v^ 

CEKDITS 

1931 
Aug. 

^ 

ClBh 

1 

46 

00 

1B21 

TwT 

Aug. 

2 

IiiTeitoieal 

1 

5,000 

OC 

TSaT 

' 

Purcbiiea 

1 

1,400 

W 

3 

Rent 

1 

46 

00 

Aug, 

i 

Cish 

1 

1,400 

DO 

iSaT 

Capital  (Arthob  Andrews; 


1551 

lug. 

a 

lavBiUieat 

1 

9,000 

DO 

- 

— 

- 

PosTiNQ  Tbansaction  3. 

Hgnre  5.— Tranuctlon  8  is  posted  as  a  debit  to  the  Ezpwse  Account  and  a  credit  to 

the  Cash  Account.    A  new  account  must  of  course  be  act  a^  for  Expense,  in  which  the 

debit  is  entered.    The  credit  ia  set  np  in  the  original  Cash  Account. 
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In  Problem  2,  stated  at  the  end  of  this  assignment,  you  are  expected 
to  post  all  the  journal  entries,  both  those  which  we  have  given  you  in 
Figure  2  and  those  that  you  have  set  up  in  your  solution  for  Problem  I. 
We  have  shown  you  how  to  post  the  iirst  three  journal  entries.  Complete 
the  posting:  and  take  a  trial  balance  of  balances  of  your  accounts.  If  your 
■work  is  correct,  your  trial  balance  debits  and  credits  will  amount  to 
$6,444.76. 

Underlying  Principle.  In  this  process  of  journalizing  and  posting 
transactions,  we  have  been  following  an  important  principle  of  accounting 
procedure  that  you  will  want  to  remember  thru  all  your  accounting  prac- 
tice, viz.:  No  entry  should  be  made  in  the  ledger  except  as  it  is  posted 
from  some  book  of  original  entry. 

In  other  words,  the  final  record— the  ledger  entries — which  must  nec- 
essarily be  brief,  must  be  supported  by  entries  giving  all  important  facta 
in  detail,  and  representing  a  diary  of  the  transactions  as  they  occur. 

Posting  Incomplete  without  Cross  Reference.  The  process  of  posting 
is  not  complete  until  you  have  recorded  in  the  ledger  accounts  the  number 
of  the  journal  page  on  which  the  transaction  was  first  entered.  Likewise 
in  the  journal,  the  ledger  page  to  which  the  entry  was  iwsted  should  be 
indicated. 

For  example,  take  the  first  transaction  in  Arthur  Andrews'  business  as 
it  appears  in  the  journal.  In  the  folio  column  of  the  journal  the  page  of 
the  ledger  on  which  the  cash  account  appears  is  written,  page  2. 

The  page  of  the  ledger  on  which  the  proprietor's  account  appears  is 
also  written  in  the  folio  column  of  the  journal  on  the  same  line  with  Arthur 
Andrews. 

In  the  ledger  accounts  you  will  also  find  the  page  of  the  journal  from 
which  the  items  are  posted. 

In  making  your  postings  be  careful  to  enter  the  page  numbers  prop- 
erly in  the  journal  and  ledger,  for  each  posting,  as  we  have  done  for  the  - 
first  three  transactions. 

Assume  that  all  journal  entries  are  on  page  1  of  the  journal  and  all 
ledger  accounts  on  page  2  of  the  ledger. 

Thus  a  complete  cross  reference  is  effected,  and  it  is  possible  to  trace 
evOTy  transaction,  either  from  the  journal  to  the  accounts  in  the  ledger, 
or  backward  from  either  account  into  the  journal.  In  the  journal  you  have 
the  ledger  pages,  and  in  the  ledger  you  have  the  journal  pages. 

In  case  some  error  has  been  made  in  posting,  either  by  omitting  an 
entry,  by  posting  the  incorrect  amount,  or  by  posting  an  amount  into  a 
wrong  account,  the  error  can  easily  be  located  by  going  back  to  the  original 
entry. 

Frequently  it  is  neeesiary  to  get  detailed  information  on  a  transaction 
because  of  some  complaint  of  dissatisfaction  from  a  customer.  If  the  ap- 
proximate date  of  the  transaction  is  known,  you  can  look  it  up  in  the  jour^ 


nal;  or  if  the  date  is  not  known,  and  the  nature  of  the  transaction  is 
known,  yon  may  be  able  to  locate  it  in  one  of  the  accounts  that  would  be 
affected  and  trace  it  back  to  the  original  entry  in  the  journal.  In  either 
case,  the  cross  reference  would  help  you  to  obtain  the  desired  information. 

How  to  Save  Time  Posting  from  JonmaL  After  the  transactions  are 
carefully  analyzed  and  the  proper  debits  and  credits  shown  in  the  journal, 
it  is  comparatively  easy  to  post  them  to  the  ledger.  Various  methods  may 
be  used  in  practice.  The  most  accurate  and  the  shortest  way  should  bo 
adopted.  Time  can  be  saved  by  posting  first  all  the  debit  items  that  are 
to  be  entered  in  one  account,  at  one  and  the  same  time,  while  the  ledger 
page  of  that  account  is  open  before  you.  For  example,  you  would  go  thru 
all  your  journal  entries  and  pick  out  all  cash  debits.  These  are  entered 
in  the  Cash  Account  at  one  time;  then  you  can  turn  to  the  Purchases  Ac- 
count, which  probably  appears  on  a  different  page  of  the  ledger,  and  post 
all  debits  to  the  Purchases  Account,  etc.  After  the  debits  for  all  accounts 
have  been  entered,  you  would  proceed  to  enter  all  credits  in  the  same  way, 
referring  to  each  account  only  once  and  making  all  credits  to  each  account 
while  that  particular  page  of  the  ledger  is  open. 

When  to  Post  from  Journal  into  Le^er.  In  practice,  posting  may  be 
done  periodically — every  day,  every  few  days,  or  once  a  week,  depending 
upon  the  munber  of  transactions  to  be  posted.  All  transactions  for  the 
period,  however,  must  be  posted  before  statements  of  account  are  rendered 
to  customers.  It  is  better  not  to  delay  posting  too  long.  The  accounts 
with  customers  and  creditors  should  be  kept  up  to  date.  Large  concerns 
employ  posting  clerks,  who  spend  all  their  time  posting  sales  and  pur- 
chases. Much  time  in  posting  can  be  saved  by  using  special  journals,  one 
for  all  cash  transactions,  another  for  purchases  on  account,  and  another 
for  sales  on  account.  But  these  will  be  fully  explained  in  Assignments 
7  and  S. 

THE  IMPORTANT  PRINCIPLES  OF  THIS  ASSIGNMENT 

In  conclusion  note  again  the  main  points  as  they  have  been  presented 
in  Assignment  5. 

First.    The  journal  is  essential  to  every  system  of  accounts,  because 
of  several  reasons: 

1.  It  saves  time 

2.  It  helps  to  reduce  errors 

8.   It  provides  a  complete  record  of  every  transaction 

4,  It  forms  a  sort  of  running  history  of  the  business 

5.  It  aids  in  locating  errors. 

Second.    The  journal  appears  in  standard  form.    The  pages  are  ruled 
and  columns  are  used  for  convenience  and  accuracy. 

Third.    There  are  two  steps  in  journalizing. 

1.  Analyze  the  transaction  into  its  debit  and  credit. 

2.  Enter  the  debit  and  credit  in  the  proper  columns  of  the  journal. 
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Fourth.     After  transactions  are  journalized  they  must  be  posted 
—that  is  the  debits  and  credits  are  transferred  to  the  accounts  in 
the  ledger. 
Fifth.    The  most  important  principle  of  the  entire  assignment  is  given 
on  page  6.   It  is  emphasized  again  in  Assignment  6.   It  is  as  follows : 
No  entry  should  be  made  in  the  ledger  except  as  it  is  posted 
from  some  book  of  original  entry. 

With  these  principles  thoroughly  mastered,  you  will  be  better  able  to 
set  up  satisfactory  solutions  of  the  problems. 


(Problems  on  next  page.) 


I,  fed  by  Google 


I 


PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  5 

Prepare  and  send  in  to  the  University  solutions  to  the  following  prob- 
lems.  These  problems  are  based  upon  the  discussion  in  this  assififnment. 
The  solutions  for  them  should  be  set  up  on  the  ruled  paper  provided. 

Problem  3  is  a  test  on  some  important  principles  of  Assignments  9 
and  4. 

These  problems  represent  practical  situations,  and  for  this  reason  they 
should  receive  your  best  efforts. 

1.  Set  up  the  journal  entries  for  the  transactions  on  page  4. 

2.  Post  the  journal  entries  for  the  two  weeks'  period  to  the  ledger 
accounts  as  required  on  page  9. 

8.  Here  is  a  trial  balance  which  was  prepared  by  E.  F.  Thompson, 
the  proprietor  of  a  smaU  retail  business,  December  31,  1921.  The 
trial  balance  is  out  of  balance.  The  amounts  themselves  are  cor- 
rect. That  is,  Mr.  Thompson's  ledger  a«counts  are  right,  but  he 
has  made  errors  in  setting  up  the  trial  balance.  You  are  asked 
to  find  the  errors  and  prepare  and  send  in  the  trial  balance  in 
correct  form. 


E.  P 

TRUL  UlkHCl 

TbonpKin 
DECHBIB  31 

,  1931 

DEBITS 
•  1,100.00 

CBIDII3 

t  3.100.00 
8.600.00 
16.000.00 
3. BOO. 00 
8,300.00 
400.00 
6,600.00 

S38,I10.00 

400.00 

6.410.00 

300.00 

GOO. 00 

31,000.00 

lnT«ntory,  D«c.  81,  1031     .   . 

MoUi  Fa;abl« 

AdaiDiitntiTa  Bip«n««    .   .   . 

103: , 

iMunUd  to  14,100. 

•80.110.00 

00. 
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Higher  Accountancy 


PRINCIPLES 
PRACTICEflBrf' 
PROCEDURE 


Elements  of  Accounting  Practice 

Assignment  6 

CLOSING  THE  LEDGER  BY 
JOURNAL  ENTRIES 


/^UR  MEN  develop  themselves.  I  give  them  a  free  rope 
^-^and  a  long  one.  If  they  are  too  small  for  their  jobs 
they  get  tangled  up  in  the  rope  and  it  trips  them.  If  they 
are  too  big  they  fashion  the  tope  into  a  ladder  and  climb 
higher.  Big  men  are  only  little  men  given  a  fait  chance 
to  grow. 

J.  OGDEN  ARMOUR 

Presidtnl,  Armour  6  Co. 


LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 
ELEMENTS  OF  ACCOUNTING  PRACTICE 


The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 


The  Balance  Sheet 

The  Profit  and  Loss  Statement 

The  General  Ledger 

Closing  the  Ledger 

The  Journal 

Closing  the  Ledger  by  Journal  Entry 

The  Cash  Journal 

Merchandise  Records — ^The  Purchase  and  Sales  Journals 

Subdivision  of  the  .Ledger 

Columnization 

Promissory  Notes 

Drafts,  Acceptances,  and  Bills  of  Lading 

Auxiliary  Cash  Records 

Other  Auxiliary  Books  and  Business  Papers 

Finding,  Correcting,  and  Preventing  of  Errors 

Accrued  and  Deferred  Items 

Adjustment  for  Depreciation  and  Doubtful  Accounts 

Partnership  Accounting — Formation — Operation 

Partnership  Accounting — Dissolution  Problems — Joint 

Ventures 
Corporation  Accounting — Formation — Operation 
Corporation  Accounting — Mercers 
The  Voucher  System 

Factory  Accounting — Manufacturing  Statement 
Factory  Accounting — The  Perpetual  Inventory 
Factory  Accounting — Distribution  of  Overhead  Costs 
Classification  of  Accounts 
Accounting  for  Nontrading  Concerns 
Agency  Accounts— Branches — Consignments 
Comparative  Statements 
Analyses  of  Financial  Statements — General  Review 


Copyright  1922 
All  Ri^liu  Rcterred  in  All  Countiie* 
LaSalli  Extehiioh  UNtTBurrr 
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CLOSING  THE  LEDGER  BY  JOURNAL  ENTRY 

The  general  principle  that  no  entry  should  be  made  in  the  ledger  which 
has  not  been  previously  recorded  in  a  book  of  original  entry,  has  an  im- 
mediate and  direct  bearing  upon  this  assignment  on  "Gosing  the  Ledger 
by  Journal  Entry." 

We  want  to  emphasize  this  principle  at  the  outset  and  give  you  a  few 
of  the  reasons  why  it  is  desirable,  as  well  as  important,  that  you  journalize 
not  only  all  transactions  which  result  from  ordinary  trading  operations, 
but  also  all  transactions  which  may  result  from  adjustments  you  yourself 
may  make  in  the  records. 

Always  One  "Best"  Way.  Generally  speaking,  there  are  many  ways 
of  performing  almost  any  operation  you  may  think  of.  But  among  the 
many  ways,  one  is  always  the  best  and  the  safest.  The  man  who  can, 
either  thru  theory  and  training  or  thru  actual  practice  and  tested  ex- 
perience, determine  for  himself  which  is  the  best  way  and  then  use  it, 
soon  becomes  proficient  in  that  operation  and  is  known  as  an  expert. 

Cl<^ng  the  ledger  accounts  is  no  exception,  for  there  are  more  ways 
than  one  of  accomplishing  this  process,  but  there  is  only  one  best  and 
absolutely  safe  way.  namSy :  l£ake  no  entries  in  the  ledger  unless  they 
have  been  previously  recorded  in  the  journal. 

Some  accountants  insist  that  it  is  unnecessary  to  do  this.  Instead  of 
making  closing  journal  entries,  they  enter  the  balances  directly  into  the 
accounts  affected.  The  best  practice  is  against  this  method  and  in  favor 
of  omitting  no  entries  or  explanations  from  the  journal  when  such  omission 
might  contribute  toward  errors  in  the  closing  process.  This  is  the  one 
method  which  leaves  no  loophole  for  error  and  makes  every  provision  for 
making  assurance  doubly  sure.  Only  those  methods  and  practices  which 
guarantee  absolute  certainty  should  be  encouraged  or  used. 

On  the  pages  immediately  following  you  will  find  the  advantages  of 
the  journal-entry  method  of  closing  the  ledger  enumerated  and  the  method 
folly  illustrated  and  explained. 

The  Advantages  of  the  Journal-Entry  Method.  Chief  among  the 
several  important  advantages  of  setting  up  complete  closing  entries  in  the 
journal  before  they  are  actually  entered  in  the  accounts,  are  the  following: 


find  entered  in  the  journal  will  there  be  s 
in  the  process  of  closing  the  ledger. 

Public  accountants  especially  realize  the  big  advantage  of  closing  the 
ledger  by  the  journal-entiy  method.  When  they  check  up  a  set  of  books, 
they  are  careful  to  note  whether  the  closing  entries  have  been  properly 
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made.  Any  auditor  in  ^ing  over  a  set  of  books  will  want  to  know  what 
method  has  been  used  in  closing  the  accounts.  If  each  of  the  closing 
entries  has  been  journalized,  the  journal  entries  will  indicate  each  step 
clearly,  and  the  auditor  can  tell  at  a  glance  how  the  inventories  were 
adjusted  and  what  method  was  used.  A  complete  and  satisfactory  veri* 
fication  is  thus  made  possible. 

So  much  for  the  reasons  why  closing  the  ledger  by  journal  entry  is  the 
safest  method  for  the  accountant  to  use.  Now  let  us  take  up  the  mechanics 
of  the  method  itself. 

John  Singer's  Accounts  before  They  Are  Closed.  We  presented  several 
important  accounting  principles  in  Assignment  4  by  setting  up  John  Singer 
in  the  potato  business  and  analyzing  his  records.  These  same  records  will 
now  be  used  to  show  what  journal  entries  should  be  made  before  the  ledger 
is  closed. 

SALES 


DATE 

ITBHS 

Fol, 

V 

DIBITS 

DAT! 

ITikS 

Pol. 

./ 

CREDITS 

1921 

1931 

J»pt, 

10 

AcBfl  Grocery  Co, 

330 

00 

16 

FnnkliQ  t  Soith 

«5 

DO 

17 

Acne  GrocBiy  Co. 

513 

M 

— 

1921 

Sept.    5 

Cash 

450 

00 

1921 

- 

— 

- 

20 

WelU  Potato  Para 

334 

30 

28 

CiBh,  Preight 

- 

n 

5C 

— 

- 

1821 

S.pt. 

3 

Ca=h,  Rent 

~ 

10 

OC 
OC 

iS21 

— - 

1 

30 

30 

Caeh,  Stationery 

Cash.  Salary 
Cash.   Salary 

__ 

— 

115 

00 

- 

170 

OC 

— 

I«pt.  2e   C«eb,  Empty  E 


I        I 
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DAT! 

ITEMS 

Pol. 

^ 

DEBITS 

DATE 

ITEVS 

.. 

■/ 

CREDITS 

1821 
log. 

SI 

Goads  OD  Hand 

112 

DO 

IS21 

, 

- 

1' 

NoMiKAL  Accounts  and  Isvkntort 

Fisare  1.    We  have  reproduced  here  only  the  nominal  accounts  and  the  inventory  ac- 
count for  John  Singer's  business,  because  they  are  the  only  accounts  that  are  affected 
by  th«  closing  proceEs.    With  these  accounts  before  you,  you  are  ready  to  set  up  the 
journal  entries  for  the  closing  process. 

Current  Inventory.  One  thing  more  is  necessary.  We  cannot  close  the 
ledger  without  knowing  the  amount  of  the  current  inventory;  that  is,  how 
much  stodt  Singer  liad  on  hand  September  30.  By  actual  count  he  had 
?96.00  worth  on  September  30.  But  his  Inventory  Account  showed  a  debit 
of  $112.00  as  potatoes  on  hand  August  31.  Therefore,  an  adjustment 
(which  is  purely  an  internal  transaction  on  the  books)  is  necessary  in 
order  that  the  books  will  show  the  actual  facts  for  September  30. 

To  make  this  adjustment  we  must  credit  the  Inventory  Account  with 
the  amount  of  the  previous  inventory,  $112,  and  debit  the  Trading  Account 
with  the  same  amount.  The  current  inventory  of  $96.00  is  set  up  as  a  debit 
to  the  Inventory  Account  and  a  credit  to  the  Trading  Account.  As  we 
have  said,  some  accountants  might  make  these  adjustments  directly  in 
the  ledger,  but  it  is  better  to  enter  them  in  the  journal  first,  as  shown  in 
Figure  2. 

How  the  Journal  Entry  Figures  Are  Determined.  The  first  question  that 
comes  up  in  your  mind  is  very  likely  to  be,  how  we  determine  the  amount 
of  each  of  these  entries. 

1,  The  previous  inventory,  $112.00,  appears  in  the  Inventory  Account, 
August  31,  as  a  debit.  This  same  amount,  therefore,  must  be  credited 
to  Uie  Inventory  Account  to  close  the  Inventory  Account,  and  debited 
to  the  Trading  Account. 

2.  The  current  inventory,  $96.00,  is  the  value  of  goods  on  hand  Septem- 
ber 80. 

$721.70,  is  the  total  of  the  debit  items  in 

4.   The  amount  of  sales,  $1,287.24,  is  the  total   of  the   Sales   Account. 


The  amount  debited  to  Trading  and  credited  to  Profit  and  LtmS,  which 
is  $549.54,  is  the  balance  of  the  Trading  Account  after  giving  effect 
to  the  foregoing  entries. 

The  amount  of  the  entry  required  to  close  Profit  and  Loss  into  Capital, 
is  found  by  considering  all  the  foregoing  entries. 


Assignmej.%^^]@OOg  \z 


DATE 

FOL 

EXPLANATION                                                   DEBUS 

cREDcre     f 

50 

Z 

Trsdlne 

1 

12D1 

2 

In»wntory 

A 

1200 

To  Tranafer  the  Inventory  of  4ug,  31  to 

Tr&dlng  Aaoounti 

" 

t 

Inventory 

JSOO 

Z 

rr^di^ 

^600 

To  R«cord  tho  Inventory     of  Sept.   30 

■ 

z 

Tr<.dlnE 

7 

?  170 

Purchaas3 

7 

2  170 

To  ClosB  ?wo!i«««s  Jnto  Vr^dln^ 

2 

Sales 

12 

btmI 

Z 

Tradlnjt 

To  Close  Salos  Into  Trading 

" 

z 

Profit  Miii  Ui« 

5 

4  5  00 

z 

E3cpon»« 

»;  00 

To  Clo««  Expenaa  Aoaoiiot  Into  Profit 

and  Lobe 

■ 

z 

Inooma 

1300 

z 

To  Cloaa  Inoonte  Account   Into  Profib 

aiK-  Loss 

II 

• 

z 

Tr.dlne 

; 

13  54 

1 

>rofit  Bind  Lobs 

i 

15  54 

To  Close  Tr^din.:  Account  Into  Profit 

and  Lobs 

■ 

2 

Profit  uii   Loaa 

2 

Capital 

2 

Hi4 

To  Close  Profit  und  Loss  into  C^plt-.l                     1  1 

I 

1  4 1' 

The  Closing  Piiocisa  Joubnaluid 

Fignn  2.    Iliese  journal  entries  show  yon  how  to  proceed  in  closing  the  ledger.    First 

of  ^  adjust  the  inventories,  then  close  Purchases  and  Sales  accounts  into  Trading. 

FSnally  close  the  Expense,  Income,  and  Trading  accounts  into  Profit  and  Loss. 
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From  this  explanatioi)  you  will  understand  how  the  amounts  are  de- 
termined for  the  journal  entries  preliminary  to  closing  the  nominal 
accounts. 

The  closing  journal  entries  should  be  made  before  the  accounts  are 
closed.  It  may  seem  to  you  more  natural  to  close  the  accounts  lirat  and 
then  record  the  entries  in  the  journal.  You  are  probably  saying  something 
like  this:  "We  must  close  the  accounts  first  in  order  to  determine  the 
amounts  for  the  journal  entries." 

This  is  not  the  case.  You  can  easily  determine  the  balance  of  the 
nominal  accounts,  including  the  Trading  and  Profit  and  Loss  accounts,  as 
we  have  shown. 

The  first  step,  then,  is  to  determine  these  amounts. 

The  second  step  is  to  make  the  journal  entries  for  the  closing 


The  third  step  is  to  post  these  journal  entries  to  the  accounts 
affected. 


J  Entries  Posted  to  the  Accounts.  You  are  already  familiar  with 
the  posting  process  from  your  study  of  Assignment  5.  Journal  entries  for 
the  dosing  process  are  posted  in  exactly  the  same  way  as  any  other  jour- 
nal entries.  The  i>age  references  are  also  used  as  described  in  Assignment 
5;  that  is,  in  the  journal  the  pages  of  the  ledger  are  recorded,  and  in  the 
ledger  the  pages  of  the  journal  are  shown.  When  the  closing  entries  have 
been  properly  posted,  the  nominal  accounts  are  ruled,  as  indicated  in 
Figures. 


INVENTORY 


DATE 

ITBH3 

M, 

^ 

DEBITS 

DATI 

ITSH3 

'•'- 

^ 

cmiTs 

1S31 
Aag. 

n 

Good!  on  Btnd 

1 

11. 

00 

1921 

Japt. 

30 

Cla>«d  to  Trading 

■ 

113 

. 

8.pt. 

30 

iDTcntorr 

1 

96 

00 

1«31 
Sspt. 

SO 

Bdmced  Cloatd  Id 

1S31 

Sept. 

10 

A»e  Grocery  Co. 

I 

33t 

00 
00 
21 

TMdine 

1 

1,28T 

M 

16 

Fnaklin  &  Smitb 

1 

41B 

17 

A»e  Grocery  Co. 

1 

- 

E43 

1,387 

24 

1,387 

a 

•*»"i»"«at,,«Gw<*^lc 


S!n. 

s 

CiBb 

4E0 

OC 

mi 

3»pl. 

30 

BtllD 

t  to  IridinE 

1 

> 

721 

70 

10 

¥«!!■  PoUlo  Ftn 

1 

314 

20 

36 

CiBh,  Freight 

1 

47 

5C 

70 

721 

70 

731 

1921 

Sspt. 

3 

Ciaii,  Bent 

1 

50 

1B21 

00  Sept. 

30 

Balance  to  Profit 

g 

Ctih,  Stationery 

1 

10 

DO 

and  LoiE  Account 

1 

«,»! 

30 

CiBh,  3(1*17 

1 

115 

OC 

: 

1 

30 

C»Bh,  S»l»i7 

1 

170 

00 

- 

34S 

OC 

— 

345 

DO 

INCOME 

Sept. 

30 

Btlan 

e  to  Profit 

1921 

Sept. 

Z8 

Cash 

,  Bnipiy  Barrels 

1 

M 

and 

Loss  Account 

1 

10 

OC 

— 

- 

„ 

= 

1S31 

Sept. 

30 

Previous  Inventory 

1 

112 

00 

1931 
Sept. 

30 
JO 

Cnrreot  Inventory 

1 

» 

DO 

30 

Balance  of  Purcbasee 

1 

721 

70 

Balance  of  Sales 

- 

30 

Balance   to  Profit 

Account 

1 

1,287 

24 

and  Loss 

1 

549 

54 

-- 

- 

~ 

1,3B3 

24 

1,3S3 

34 

PROFIT  AND  LOSS 


jSepi 


1           I 

1921 

Jl 

Balance  of  Eipenae 

i 

Jepl.  3C    Balance 

f  Income 

Account                        1     I 

346iOC 

Account 

i  1  1 

'       10  00 

30 

Net  Profit,   Carried 

- 

214 

559 

54 
54 

;3D    GroBs  Pr 

fit 

\M 

549i54 

to  Capital  Account 

1 

t 

1     559J54 

^ 

~~ 

_.__ 

1     1 

"l 

1           i 
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H3r 

S.pl. 

" 

EaUnce  Eon 

1 

3,101 

54 

IflBl 
Sept. 

1 

Capital 

1 

I,8B7 

00 

SO 

Httt  Front  for  Sept. 

1 

314 

54 



- 

1,101 

54 

2,101 

54 

Oct. 

1 

CapiUl 

1,101 

54 

Nominal  Accounts  Closed 

Fignre  3.  In  this  form  are  reproduced  the  ledger  accounts  as  they  will  appear  after 
the  journal  entries  of  Figure  2  have  been  posted.  Notice  the  way  in  which  these 
closed  accounts  are  ruled.    The  double  ruling  indicates  that  the  accounts  are  closed. 

Checking  Closing  Entries.  You  may  find  it  necessary  to  check  up  your 
closing  entries.  It  will  be  a  saving  of  time  and  effort  if  you  are  able  to 
trace  back  the  closing;  entries  to  the  original  entries  in  the  journal,  for 
verification,  particularly  if  you  are  unable  to  strike  a  balance  after  closing. 


MAIN  POINTS  IN  THIS  ASSIGNMENT 


In  this  assignment  we  have  done  three  things. 


First — We  have  regmphasized  one  of  the  most  important  accounting 
principles,  namely :  "Make  no  entries  in  the  ledger  unless  they  have 
been  previously  recorded  in  the  journal."  We  have  shown  the  value 
of  this  principle  by  applying  it  to  the  process  of  closing  the  ledger. 

Second — We  have  shown  that  the  journal  method  of  closing  is  better  than 
the  direct  method,  for  two  reasons: 

1.  Closing  entries  in  the  ledger  will  be  more  accurate  if  each  closing 
step  is  first  analyzed  into  its  debit  and  credit  in  the  journal. 

2.  The  journal  method  provides  a  complete  record  or  history  of  the 
closing  process,  which  is  especially  valuable  to  auditors  and  other 
public  accountants. 

Third — The  mechanics  of  closing  the  ledger  by  journal  requires  three 
definite  steps: 

1.  Determine  the  amounts  to  be  journalized. 

2.  Enter  the  amounts  in  the  journal. 

3.  Post  the  journal  entries  to  the  accounts. 

These  three  points  have  been  illustrated  by  means  of  an  actual  situa- 
tion from  business.  We  have  shown  that  it  is  not  merely  a  theory  but  a 
practical  method  used  and  approved  by  accountants. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  6 

In  the  problems  that  follow  you  will  find  situations  whidi  are  real 
tests  of  your  ability  to  close  a  Ied£:er.  Send  in  your  solutions  to  all  the 
problems  for  criticism  and  sradinsr. 

1.  In  the  discussion  of  this  assignment  we  have  journalized  the  closing 
entries  for  the  nominal  accounts  of  John  Singer's  business  as  presented 
in  Assignment  4.  We  have  also  posted  these  journal  entries  to  the  accounts 
and  closed  the  accounts. 

Now  we  are  going  to  ask  you  to  journalize  the  closing  entries  for 
Arthur  Andrews' business,  described  in  Assignment  6.  The  following  trial 
balance  gives  you  the  balances  from  Mr.  Andrews'  ledger. 


Arthur  Aadrait 

TBIAL  BAUHCI  {befors  closing) 

Aueuat  IB,  1931 

DEBITS 
t3',643.SS 

CREDITS 
•9.000.00 

UO-OO 

1,257.26 

7.50 

130.00 

435.00 

SO. 16 

ISO. 00 
350.00 

.75 

Daliver;  Eiuipoent 

AccauDl«  DeceUabla  . 
PuroituM  and  Fiiture 

ust  15 

1921,  amounts  to  $1,800.00 

•6,444.75 

•6,444.76 

'Inventory,  Aug 

2.  Post  your  journal  entries  for  the  closing  process  to  the  ledger 
accounts.  It  will  be  necessary  for  you  to  set  up  these  accounts. '  Close  and 
rule  the  accounts  in  the  proper  way. 

3.  Prepare  trial  balance  after  closing. 

4.  From  the  following  trial  balance  of  the  Northwestern  Coal  Com- 
pany, as  of  December  31,  1921,  prepare  the  jotumal  entries  necessary  in 
closing  the  nominal  accounts. 
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TBUL  BAUHGE,  DECMSSI)  31,  1931 
HorUnestem  Coal  CoipiDjr 

CEBITS 

CREDITS 

1  78,000.00 

1,500.00 

3,000.00 

180,00 

e, 000. 00 
i,eoo.oo 

33,415.00 

NsrchandiM  ICTentotT 

Jsn 

1,  1931  . 

3,000.00 

AccoonlB  BsceiTibls  . 

Omea  8«Urief  .  .  . 

3,000.00 

Ininnnct 

S90.00 

AdvtrtidDE 

1,000.00 

CtpiUl 

ntor 

f  Dec.  81, 

1921 

1113. 745.00 
J4.000.00. 

1113,746-00 
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Higher  Accountancy 


PRINCIPLES 
PRACTICEflBrf" 
PROCEDURE 


Elements  of  Accounting  Practice 

Assignment  7 

THE  CASH  JOURNAL 


ATHORO  KNOWLEDGE  of  the  Science  of  Account 
ing  as  distinguished  from  the  Art  of  Bookkeeping  is 
a  highly  important  part  of  the  modem  executive's  equips 
ment.  It  is  the  means  he  now  employs  in  exercising  effec- 
tive control  over  the  work  for  which  he  is  responsible. 

By  all  means  advise  the  young  man  of  tonJay  to  master 
accounting  as  a  requisite  to  a  successful  business  career. 
R.  E.  CONNOLLY 

Treeaurtr.   Illinois  Central  Railroad  Comfxiny 


LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold  faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lig^tCT 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Lose  Statement 

3.  The  General  Ledger 

4.  Closing  the  Ledger 
6.  Hie  Joamal 

6.  Closing  the  Le^er  by  Journal  Entry 

7.  The  Cash  Joamal 

8.  Merchandise  Reewds — The  Purchase  and  Sales  Joanab 

9.  Subdivision  of  the  Ledger 

10.  Colunuiization 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bili^  op  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Defreciattoh  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissolution  Problems — Jmvr 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21.  Corporation  Accounting — Reorganizations — Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Shebts 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements — General  Revirw 
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THE  CASH  JOURNAL 

Important  of  Cash  Transactions.  Analyze  any  business,  and  you  will 
find  that  certain  kinds  of  transactions  occur  more  frequently  than  others. 
For  example,  most  business  transactions  will  sooner  or  later  involve  cash. 
Merchandise  may  be  bougfht  on  account  and  sold  on  account.  Open  ao- 
comita  with  customers  and  creditors  may  be  temporarily  settled  with 
promissory  notes  and  drafts,  but  the  final  settlement  is  made  by  the  pay- 
ment of  money. 

Blethods  of  Saf^nardinff  Cash.  Since  cash  is  exchanged  so  frequently 
in  the  operation  of  a  business,  it  is  desirable  and  necessary  to  safeguard 
it  as  closely  as  possible.   This  may  be  accomplished  in  several  ways: 


to  one  person. 

It  Is  advisable  to  deposit  in  the  bank  oil  cash  received  and  to  make  all  dis- 
bursements by  cheek.  Thus,  cash  receipts  and  disbursements  are  entered  on 
two  independent  records,  titat  at  the  business  itself  and  also  that  at  the  bank. 
The  third  way  of  controlling  cash  is  taken  up  in  this  assignment.  It  has  to 
do  with  the  records  of  the  bosiness,  especially  with  the  cash  boek  or  cash 


Purpose  of  Cash  Book.  The  cash  book  is  a  journal,  in  which  only  CASH 
tmnsaetions  are  entered.  The  cash  book  is  really  the  cash  transactions 
of  the  journal  set  off  in  a  special  place.  In  this  way  the  general  journal 
is  relieved  of  the  nimierous  cash  transaetions.  To  separate  the  c«sh  transr 
setiona  from  the  general  journal  and  set  them  apart  in  a  book  bf  them- 
selves has  several  advairtages. 

IMPORTANT  ADVANTAGES  OF  USING  CASH  JOURNAL 
There  are  four  outstanding  advantages  of  using  the  cash  jonmal  which 
are  as  follows: 

1.  Tiae  Is  Saved  bi  INiatbi(.  Instead  of  having  to  post,  item  by  item,  all  cadi 
recdpts  and  all  cash  disbnraements  fmn  the  Journal  to  the  cash  account  la 
the  Jedger,  totals  can  be  posted  Irom  the  ca^  book  at  the  end  of  the  period. 

2.  Leas  LikeUbood  ol  Errors.  The  cash  book  will  show  a  balance  of  cadi,  which 
should  agree  with  the  actual  balance  on  hand. 

3.  Amount  of  Cash  en  Hand  Qntckly  Dettfmtned.  The  manager  of  the  business 
wQl  know  what  the  cash  amoonta  to  by  quick  reference  to  the  cash  book. 

4.  Clerieal  Work  Can  Be  Divided.  One  person  can  work  on  the  cash  journal  and 
another  on  the  general  journal.  With  this  division  of  labor  among  several 
individuals,  greater  accuracy  will  be  obtained.  The  fact  tliat  sevenu  persons 
are  working  independently  of  eadi  other  provides  a  check  on  the  ^cevracy  of 
tiie  records. 

Briefly  stated,  then,  the  cash  book  saves  time,  assures  greater  accmracy, 
and  helps  to  safeguard  the  cash. 

To  what  extent  the  cash  journal  saves  time  for  the  accountant  can  very 
easily  be  shown  by  means  of  an  illustration.  Assume  that  your  jourpa]  for 
January,  1922,  contains  altogether  twenty-nine  transactions,  thirteoi  of 
which  were  for  cash  received.  We  will  also  assume  that  these  cash  receipts 
were  entered  in  your  general  journal,  as  shown  in  Figure  1. 
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DATI 

i.r 

npuutioi 

DIBITS 

cuDin 

IHl 

Cash 

Tottl  Gttli  Mlai  for  dijr 

Cith 

Salth  fc  Block 
ni«Ir  check  CD  account 

38 
4S 

10 

M 

33 
4S 

LO 
Ml 

C*(h 

BaUaU  Broa. 
Tkolr  check  on  account 

50 

DO 

SO 

DO 

Caah 

lacMo 
Salt  of  oU  boKB 

33 

00 

33 

00 

Caah 

lotaa  Baceirtbl* 
Bnnter,  Fitcber  (  Co.   redeea  their  note 

100 

DO 

lOO 

DO 

Caab 

Salet 

Total  caab  aalea  for  day 

eo 

B( 

to 

H 

U 

Gash 

SlHon  Archer 
Ila  check  on  account 

N) 

DO 

so 

DO 

u 

Oath 

Salet 
ToUl  caah  aalee  for  d«T 

su 

6S 

360 

S5 

30 

Caah 

lotet  PajabU 
Borrowed  froa  Virat  Rational  on  our  note  for  30  daja 

too 

W 

WO 

DO 

31 

Caah 

Salea 
leUl  caab  ealet  for  da; 

174 

IE 

n4 

U 

U 

Caah 

B.  «.  Celt 
Carrencr  on  account 

7S 

M 

T( 

DO 

3B 

Gash 

JaHt  BroB. 
nalr  check  In  full  of  acconnt 

so 

DO 

SO 

DO 

ei 

Caab 

Salaa 
Total  caah  aale*  for  daj 

300 

DC 

300 

DO 

Cash  Rbcxipts  Ent^u)  in  Ginibal  Jouenal 

Flfon  1.    Too  tmdersUnd,  of  course,  that  only  the  cash  leceipts  an  shown  here.   AS 

other  Itema,  cash  payments  and  noncash  itenu  are  pnrposelr  left  out  to  save  apace. 

nie  bDpottant  thlni;  to  note  is  the  repetition  of  the  word  "(Mb." 

the  arooont  twice.    This  all  takes  time. 
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Same  Transactioiis  in  Condensed  Form.  Since  every  entry  Ib  a  debit 
to  the  Caah  Account,  what  would  be  easier  than  to  say  that  the  TOTAL  oi 
all  cash  receipts  is  a  debit  to  the  Cash  Account?  Each  item  is,  of  coarse, 
a  credit  to  some  other  account. 

It  would  be  possible,  therefore,  to  condense  considerably  the  cash  re- 
ceipts of  Figure  1.  Thirteen  debits  could  be  left  out  and  one  total  deMt 
take  their  place,  as  shown  in  Figure  2. 


MR 

L.r 

PLUITIOH 

DIBITS 

CBEDITS 

1S33 

Jan. 

loUl  Ca«h  BieaiTad" 

1,637 

00 

3 

Silei--ToUl  for  daj 

39 

U 

8 

e 

B 

Silth  k  Block--Ih«ii  ch«ck  on  icconnt 
Btldvin  Broi.'-Thalr  chack  on  account 
IncoBa-Sala  of  old  bo»a 

4S 

BO 

33 

s 

9 
9 

■otet  BBeaiTabla--Boiitar  Fiahar  k  Co,   redeea  note 
Salaa--Total  for  daj 

100 

BO 

13 

SiMD  Arcber-Hia  ctiack  on  acccont 

GO 

D( 

IS 

8al«a--ToUl  for  da; 

360  3G| 

SO 

lotaa  Pajabla-Botro*  of  Firat  Hational  Bank 
SO  daja 

BOO 

^ 

31 

Salaa-ToUl  for  da; 

miBt 

33 

B.  H.  Gala-Cntranci  on  account 

7S 

« 

3S 

Jaaaa  Broa.-tbair  cbeck  in  fall  of  acconnt 

SO 

00 

31 

Salaa-Total  for  da; 

300 

00 

Cash  Racnns  CoNmNSiD  is  Gimkai.  Jousnal 

Flnre  2.  Here  70a  hsve  only  one  debit  to  the  Cash  Account,  ilfi&7M,  instead  of 
tbuteen,  aa  is  Figure  1.  Tbiu,  you  see,  both  time  and  space  are  saved.  The  one  total 
debit  exactly  offsets  tlie  numerous  detail  credits.  Figure  S  will  help  you  to  under- 
stand more  easily  how  Hbe  standard  cash  book  should  be  set  up,  and  now  it  is  posted. 

Standard  Cash  Book  With  Receipts  Properly  Entered.  Now  that  the 
transactions  have  been  condensed  it  will  be  an  easy  matter  to  enter  them 
in  the  standard  cash  book  as  presented  in  Figure  3. 

Cash  Disbursements  Recorded  in  Cash  Journal,  Rigfat-Hand  Page.  Thus 

far  we  have  set  up  the  cash  receipts  in  the  cash  book,  on  the  left-haJid  page. 
Now  we  shall  give  yon  a  list  of  typical  cash  disbursements  for  January, 
1922,  and  shall  ask  yon  to  enter  them  proper^  in  Figure  4. 
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CASH  JOURNAL    (left  page) 


DETAIL 

TOTAL 

M 

(3) 

(si 

(4) 

(e; 

(81 

JlD. 

1 

BtU&c* 

Dec.  31.  1821 

1   BOf 

f 

a 

3«lei 

loUl  for  day 

31 

II 

s 

n 

Sniib  t  Blosk 
BildTln  Broi. 

Tbeir  cbeck  on  iccount, 

is 

SO 

QO 
DO 

e 

9 

n 

Income 

Hotel  r.c»ivibU 

SaUi 

Sele  on  old  boxeg 

Banter  Fiaher  t  Co.   redeBm  note 

loUl  for  diy 

33 
100 

eo 

a. 

00 
M 

Simon  Arcbar 

BU  cbeck  en  (ccount 

e( 

It 

ia 

SiUi 

ToUi   for  day 

SM 

>i 

•iV 

Rotoi  F(7tbla 

Borro¥  of  Firil  Retlonil  Bank 
30  d«ri 

soo 

nn 

ai 

StUi 

Total  for  day 

17(  1! 

■iH 

R,  V.  GiU 

Currency  on  account 

7! 

M 

Motei  Bscolvibli 

JiBei  Broi.'  check,   in  full  pay- 

■ent  of  note 

8(  K 

Si 
SI 

SiUa 
loUl  debit  to 

Total  for  day 
C*>b  iccount 

300 

00 

1,637 

DC 

'■'"H 

Thb  %hflb  Cash  Joubnal  (left  psge) 

Figta*  S.  Note  how  every  transaction  is  entered  in  this  cash  book.  One  line  is  gimi 
to  each  item.  These  items  are  added,  and  the  total  is  posted  as  a  debit  to  the  Cash 
Account.  Each  of  the  items  is  also  posted  separately  as  a  credit  to  the  acconnt  named 
In  th«  column  headed  "Accounts  Credited."  Note  the  similarity  between  this  eaah 
Journal  and  the  condensed  form  of  the  journal  In  Fiffore  2. 

The  following  cash  payments  were  made  dorinsr  January: 

Jan.    4    Purchases  Merchandise- 4700.16 

6    Pays  rent  for  January. 40.00 

10    Buys  office  desk-..  — -* 


11     Pays  clerk's   salary.... 


26    Sends  check  to  General  Supply  Go... 
£7    Purchases  fresh  vegetables  from  wa 


..     Sends  check  to  Alpha  Grocery  Co._. 
81     Buys  horse  and  wai 


81     Sends  check  to  Michigan  Fruit  Go. 


'aa:on_. 
icnigar 


.    l&OO 

.  itnM 

.  11.86 
.  80.00 
.  160J» 
.  IOOjOO 
.  120.00 
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CASH  JOURNAL  (right  page) 

Dill 

L.F. 

ACCODHT  DIBttED 

miMitm 

HOHEY 
DETAIL 

TOTAL 

(7l 

(b) 

i9) 

(10) 

(iii 

in) 

Thb  Cash  Journal  (rig^t  page) 

Finra  4.  TUb  blank  form  is  for  your  own  use  and  practice.  Enter  each  of  the  cash 
diabursffinenta  shown  on  page  4.  After  you  have  made  the  entries,  determine  the 
b^ance  between  the  disbursements  side  and  the  receipts  side  of  the  cash  book.  If  yon 
enter  the  disbursements  correctly,  you  will  find  that  th«  balance  is  $1,740.00.  This 
work  Is  for  your  practice  and  need  not  be  sent  in  to  the  University. 

Use  of  Colamns  in  Cash  Book.  Each  column  in  the  cash  book  ia  used 
for  a  specific  purpose,  as  illustrated  in  Figures  3  and  4.  It  is,  after  all,  a 
simple  matter  to  enter  transactions  properly  in  the  cash  book.  There  Is 
nothing  difficult  about  it;  only  remember  that  the  cash  book  is  really  noth- 
ing more  than  the  journal,  arranged  so  as  to  save  time  and  space. 
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Note,  especially,  that  the  cash  book  in  no  way  alters  the  debit  and  credit 
analysis  of  transactions,  neither  does  it  change  in  any  way  the  accounts 
affected  by  the  transactions.  Think  of  each  side  of  the  cash  book  as  a 
separate  cash  journal.  Make  each  entry  in  the  cash  book  just  as  it  would 
be  made  in  the  journal,  omitting  the  unnecessary  words  and  figures.  Every 
cash  receipt  is  a  debit  to  cash  and  a  credit  to  some  other  account.  Elvery 
cash  disbursement  is  a  credit  to  cash  and  a  debit  to  some  other  account. 
This  twofold  effect  of  each  cash  book  entry  upon  the  accounts  is  obvious 
when  you  consider  how  the  cash  book  is  posted. 

Posting  Cash  Book.  The  total  cash  received  during  the  month  is  posted 
on  the  last  day  of  the  month  as  a  debit  to  the  Cash  Account.  The  total 
cash  disbursed  during  the  same  month  is  posted  as  a  credit  to  the  Cash 
Account.  Thus  only  two  postings  need  be  made  to  the  Cash  Account,  no 
matter  how  many  entries  the  cash  book  contains.  Obviously  the  larger 
the  business  the  greater  is  the  number  of  cash  items,  and  consequently 
the  greater  is  the  saving  of  time  if  a  cash  book  is  used.  Posting  from  the 
cash  book  is  not  complete,  however,  when  these  totals  have  been  posted, 
because  those  two  entries  affect  only  the  Cash  Account. 

Every  item  must  also  be  posted  separately  to  the  other  account  which 
is  affected,  just  as  it  would  be  posted  from  the  journal.  This  posting  may 
be  done  every  day  or  less  frequently,  depending  on  the  number  of  items. 
On  the  receipts  side  of  the  cash  book  you  find  a  column  "Account  Credited." 
In  this  column  is  written  the  name  of  the  account  to  which  a  credit  must 
be  posted  for  each  item.  Instead  of  having  one  account  for  all  customers, 
headed  "Accounts  Receivable,"  we  shall  from  now  on  set  up  a  separate 
account  for  each  customer.  For  the  time  being,  then,  "Accounts  Receiv- 
able" account  will  disappear  from  the  ledger,  and  a  number  of  separate 
accounts  with  customers  will  take  its  place. 

"Account  Debited"  Odumn.  On  the  disbiursements  side  of  the  cash 
book  you  find  a  column,  "Account  Debited."  In  this  column  are  written 
the  names  of  the  individual  accounts  in  the  ledger  to  which  the  several 
items  must  be  posted  as  debits.  For  example,  the  item  of  January  4  must 
be  posted  as  a  debit  to  the  Purchase  Account  and  the  item  of  Janiiary  6 
as  a  debit  to  the  Expense  Account.  The  item  for  the  26th  is  posted  as  a 
debit  to  the  General  Supply  Company  Account.  This  account  is  a  per^ 
sonal  account  and  is  for  one  particular  creditor.  It  is  one  of  the  Accounts 
Payable  accounts.  For  the  present,  then,  we  shall  not  use  an  Accounts 
Payable  Account  in  which  all  creditors'  items  are  posted,  but  each  creditor 
will  have  a  separate  account. 

Use  of  Folio  Colnnin.  In  order  to  make  the  cross  reference  most  osefol, 
the  page  number  recorded  in  the  folio  column  of  the  ledger  is  preceded  by 
a  letter  to  indicate  the  book  of  original  entry  from  which  it  is  posted.  Thus 
"J2"  means  that  the  item  was  posted  from  page  2  of  the  journal.  Like- 
wise, "C3"  would  mean  that  the  item  was  posted  from  page  3  of  the  cash 
book. 

How  Cash  Book  Saves  Time.  By  posting  the  total  cash  receipts  as  a 
debit  to  the  Cash  Account,  and  the  total  cash  disbursements  as  a  credit 
to  the  Cash  Account,  we  save  twenty-two  separate  postings  out  of  a  pos- 
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Bible  twenty-fonr.  If  these  transactionfi  had  been  posted  from  the  general 
journal  instead  of  from  the  cash  book,  each  item  would  have  had  to  be 
posted  separately  to  the  Cash  Account.  Now  only  two  totals  are  posted. 
You  can  easily  determine  how  many  s^iarate  postings  would  be  saved 
if  we  had  1,000  separate  cash  receipts  and  1,000  cash  disbursements.  By 
using  the  cash  book  we  would  save  1,998  separate  postings  to  the  Cash 
A(Xount.  The  larger  the  volume  of  business,  the  greater,  therefore,  is  the 
advantage  of  using  a  cash  book. 

Is  Cash  Account  Necessary  When  Cash  Book  Is  Used?  Many  account- 
ants prefer  to  abandon  the  Cash  Account  entirely  when  a  cash  book  Is 
used.  The  cash  book  then  serves  as  the  Cash  Account,  since  the  balance 
of  the  cash  book  is  the  same  as  wotdd  appear  in  the  Cash  Account.  Some 
accountants  object  to  this  method,  however,  on  the  grounds  that  the  loiger 
is  not  self-balancing  under  this  arrangement. 

Suppose  that  no  Cash  Account  is  used,  then  in  taking  the  trial  balance, 
it  woiud  be  necessary  to  go  out  of  the  ledger  for  the  cash  balance.  The 
cash  book  would,  of  course,  have  the  correct  balance  for  the  cash  item  in 
the  trial  balance,  but  the  cash  book  is  a  book  of  ori^nal  entry — a  journal— 
and  it  is  best  to  confine  the  trial  balance  to  the  ledger.  For  this  reason,  it 
is  advised  by  most  authorities  on  accounting  to  set  up  a  Cash  Account  in 
the  ledger,  and  thus  keep  the  ledger  self-bidancing. 

When  Is  Cash  Book  Balanced?  The  cash  book  should  be  balanced  at  the 
close  of  each  day's  business.  This  daily  balance  may  be  inserted  in  pencil 
in  the  explanation  column  on  the  debit  side.  Thus,  the  cash  balance  for 
each  day  can  be  verified  by  comparing  it  with  the  ca^  balance  on  the  check 
stubs,  or  with  the  cash  in  the  cash  register,  or  the  sum  of  the  two.  If  any 
errors  are  made  in  recording  cash  book  items,  they  can  be  discovered  and 
corrected  by  this  daily  check. 

The  cash  book  is  balanced  in  ink  and  closed  only  at  the  time  of  posting 
totals.  This  posting  is  usuaUy  made  at  the  end  of  the  month,  or  oftener 
if  the  needs  of  the  business  require  it.  At  this  time  the  cash  balance  is 
set  up  below  the  double  ruling,  ready  for  the  next  month's  entries.  The 
balance  on  hand  the  fbrst  of  the  month  is  entered  in  the  total  column,  so 
that  it  will  be  kept  separate  from  the  cash  receipts,  which  are  entered  in 
the  "money  detail"  column,  sometimes  called  the  "net  cash"  column.  The 
total  of  the  money  detail  column  is  the  amount  to  be  posted,  and  the  bal- 
ance at  the  beginning  of  the  month  should  not  be  included  in  this  amount, 
because  tiie  bidance  is  already  in  the  Cash  Account. 

Adviunti«es  of  Separate  Cash  Books  for  Receipts  and  Disborsonents. 
The  simple  cash  book  with  all  receipts  recorded  on  the  left-hand  page,  and 
all  disbursements  on  the  right-hand  page,  answers  the  requirements  of  a 
small  business.  But  in  a  larger  business  the  volume  of  cash  transactions 
is  much  greater.  In  most  concerns  the  cash  receipts  usually  outnumber 
the  disbursements. 

For  these  reasons  the  cash  book  is  often  divided  into  two  separate 
books,  one  for  receipts  and  the  other  for  disbursements.  This  arrange- 
ment makes  possible  an  even  greater  economy  in  at  least  two  respects: 
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First:  Several  employes  can  work  on  the  cash  books  at  the  same  time.  This  is 
desirable,  not  only  because  a  larger  votome  of  work  can  be  accomplished,  but 
alao  becanse  greater  accuracy  can  be  obtained,  since  each  person,  in  handling 
only  one  type  of  transaction,  becomes  more  proficient  ana  accurate. 

Second:  Another  advantage  in  having  separate  books  results  when  they  are 
balanced  at  the  end  of  the  period.  The  receipts  usually  outnumber  the  dis- 
bursements. When  the  receipts  and  disbursements  are  recorded  on  opposite 
pages  in  the  same  book,  the  receipts  side  will  be  filled  up  much  more  quickly 
than  the  disbursements  side.  Thus,  when  the  two  sides  are  balanced,  a  con- 
siderable number  of  right-hand  pages  will  be  wasted.  This  waste  can  be 
eliminated  by  using  a  separate  book  for  cash  receipts. 

In  very  largfe  businesses  and  in  concerns  with  numerous  departments, 
it  is  frequently  necessary  to  use  several  cash  receipts  books  and  several 
ca^  disbursements  books.    In  such  cases  still  greater  economy  results. 

Function  of  General  Journal  When  Cash  Book  Is  Used.  Since  cash 
transactions  are  entered  in  the  cash  journal  or  journals,  it  is  evident  that 
the  usefulness  of  the  general  journal  becomes  somewhat  restricted.  It 
becomes  the  book  of  original  entry  for  only  such  transactions  as  occur  in- 
frequently. In  all  cases  where  a  given  kind  of  transaction  recurs  often 
enough  to  warrant  it,  special  journals  are  very  useful,  but  there  remains 
the  necessity  of  joumahzing  in  the  usual  way  many  transactions  thniout 
an  accounting  period. 

We  have  seen  that  the  general  j'oumal  is  used  In  making  closing  entries 
(Assignment  6).  It  is  used  also  in  cases  where  notes  are  received  or  given 
on  account,  and  often  in  case  of  adjustments  with  customers  and  creditors. 
It  is  not  used  for  entering  sales  and  purchases,  as  these  transactions  occur 
frequently;  special  journals  are  provided  for  them,  as  will  be  explained  in 
the  next  assignment. 

In  this  connection  it  should  be  noted  also,  that  whenever  a  business 
begins  operations,  it  is  desirable  that  the  entire  investment,  including 
cash,  be  set  up  in  the  journal  so  that  the  record  will  be  complete  in  one 
place. 

MAIN  POINTS  IN  THIS  ASSIGNMENT 
Before  taking  up  the  problems  you  will  want  to  assure  yourself  that 
you  have  mastered  the  essential  points  of  this  assignment.     We  shall 
restate  them  for  your  convenience. 

First — Cash  transactions  occur  so  frequently  in  a  business  that  it  is 
advisable  to  record  them  in  a  special  book  called  the  "cash  jour- 
nal."   In  this  way  the  cash  is  more  carefully  safeguarded. 
Second — The  Cash  journal  has  at  least  four  advantages,  as  shown  in 
the  illustrations. 

1.  Time  is  saved  by  posting  totals. 

2.  There  is  less  likelihood  of  errors. 

S.    The  cash  balance  can  be  determined  daily. 
4.    The  clerical  work  can  be  distributed  among  several  clerks. 
Third — The  cash  journal  is  nothing  more  than  a  part  of  the  general 
journal,  set  up  in  a  condensed  form.    The  left-hand  wse  is  for 
receipts,  and  the  right-hand  page  for  disbursemeirts.    l^e  forms 
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shown  in  this  assignment  are  of  the  simplest  design.  These  sim- 
ple forms  will  be  expanded  in  later  assignments  into  the  cash 
books  with  numerous  columns,  such  as  are  used  in  targe  busi- 


Fourth — The  cash  journal  is  posted  thus: 

1.  Cash  receipts  and  disbursements  are  posted  in  total  to  the 
Cash  Account  at  the  end  of  the  period. 

2.  Each  cash  receipt  is  credited  and  each  cash  disbursement  is 
debited,  item  by  item,  to  the  proper  account. 

Fifth — Separate  cash  books  save  time  and  space  in  businesses  with 
numerous  departments. 


Promotion  comes  from  exceptional  work. 
— Andrew  Carnegie. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  7 

The  problems  give  you  an  opportunity  to  apply  the  principles  of  the 
cash  book.  Prepare  the  solutions  to  the  problems  while  the  discussion  of 
the  assiginment  is  still  fresh  in  your  mind.  That  is  always  the  best  way  to 
clinch  a  fundamental  principle. 

1.  On  March  10,  1922,  you  purchase  from  the  National  Silk  Company 
an  invoice  of  silks  amountin^r  to  $3,124.00.  You  call  their  atten- 
tion to  an  error  they  made  in  the  pricing  of  one  item  on  the  invoice. 
Instead  of  listing  it  as  $34.00,  the  invoice  shows  it  as  $43.00.  On 
March  14,  the  company  sends  you  a  credit  memorandnm  allowing 
you  credit  for  the  difference. 

One  piece  of  silk,  containing  75  yards  priced  at  $2.00  per  yard,  is  re- 
turned as  not  a  part  of  the  original  order,  and  you  are  given  credit  on 
March  17. 

On  April  15,  you  make  settlement  by  giving  a  30-day  6%  note  for 
$1,200.00  and  a  check  for  both  the  balance  due  and  the  interest  on  the  note 
for  80  days. 

(a)  Set  up  journal  entries  for  each  step  of  the  transaction,  assuming 
that  you  have  only  one  book  of  original  entry,  the  general  jour- 
nal.   Number  your  journal  entries  1,  2,  S,  etc. 

(b)  Now  assume  that  you  have  two  books  of  original  entry,  a  general 
journal  and  a  cash  book.  Which  of  these  transactions  will  be 
entered  in  the  general  journal  and  which  in  the  cash  book?  In 
giving  your  answer  refer  to  the  journal  entries  by  number. 

2.  Mr.  Crane  opens  a  retail  clothing  store.  He  decides  to  use  a  cash 
book  and  a  general  journal.  On  January  2,  1922,  when  he  began 
business,  he  had  the  following  assets :  Cash,  $2,500.00 ;  Auto  Truck, 
$900.00;  Furniture  and  Fixtures,  $800.00;  Notes  Receivable, 
$200.00.  How  would  this  original  investment  be  entered  on  the 
books? 

8.  J.  Evans,  who  buys  and  sells  products,  began  his  business  on  De- 
cember 1,  1921.  You  are  to  keep  his  books  for  him  in  the  vp&nF- 
tion  of  the  business.  Mr.  Evans  asks  you  to  use  a  cash  book 
for  all  cash  transactions  and  a  general  journal  for  all  other  trans- 
actions. He  also  asks  that  separate  personal  accounts  be  kept 
in  the  ledger  along  with  the  other  necessary  accounts. 

Enter  the  following  transactions  for  December,  1921,  in  the  proper 
books  of  original  entry.  Send  in  the  cash  book  properly  balanced  and 
closed,  and  the  general  jouimal  entries  for  noncash  transactions.  His  orig- 
inal investment  includes  $1|000.00  cash,  store  fixtures  valued  at  $400.0iO, 
and  a  promissory  note  for  $500.00  signed  -by  J.  Wall,  due  on  December  16, 
1921,  without  interest. 

Dec     1  Pays  JIOO.OO  rent. 

1  Purchases  from  M.  Moll  on  account,  merchandise  valued  at  $600.00. 

2  Sells  to  J.  A.  Abbey  on  account,  merchandise  valued  at  $176.00. 
2  Buys  from  L.  M.  Call  on  account,  merchandlw  valued  at  $150J>0. 
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full  pKTinent  of  merdiandiM  purchued  on  December  1 

5  Buys  postage  stamps  for  flO.OO  cash. 

8  Sells  to  C.  L.  Wilson  on  account,  merchandise  valued  at  $250.76. 

6  Pordiasea  merchandise  for  cash,  |110.17. 

9  Purchases  merchandise  for  cash,  $66.00. 

7  Sells  merchandise  for  cash,  to  L.  E.  Emery,  $86.70. 

7    Receives  C.  L.  Wilson's  SO-day  note  for  $200.00  in  part  payment  of  his 
account  on  December  3,  and  the  balance  in  cash. 
(This  requires  two  entries,  one  in  the  journal  and  one  in  the  cash  book.) 

10    Purchases  on  account  from  B.  E.  Carr,  merchandise  valued  at  $172.S8. 

10    Issues  a  check  to  the  Illinois  Central  Railroad  Company  for  $6.50  in  pay- 
ment of  freight  on  the  above  merchandise.     (Debit  Purcliases.) 

12    Retume,  as  unsatisfactory,  part  of  the  merchandise  purchased  on  Decem- 
ber 10  from  B.  E.  Carr,  for  which  the  latter  credits  nim  vrith  flSJW. 

15  Sells  merchandise  for  cash,  $254.88. 

18    Receives  check  from  J.  A.  Abbey  for  $176.00  in  fnll  payment  of  latter*! 
purchase  on  December  2, 

16  Receives  cash  from  J.  Wall,  $600.00,  in  payment  of  note  due  to-day. 

17  Sells  merchandise  for  cash,  $122.16. 

20    Gives  a  16-day  note  to  B.  E.  Carr  In  payment  of  balance  owing  on  pur- 
chases of  December  10. 

22  Pays  cash  to  H.  Holl,  $600.00,  for  note  due  toniay. 

23  Buys  merchandise  for  cash,  $41.00. 

29     Sells  to  L,  G.  Emery  on  account,  merchandise  valued  at  $98.47. 

80    L.  E.  Emery  returns,  as  unsatisfactory,  merchandise  he  purchased  on 

December  29,  for  which  Mr.  Evans  allows  him  $7.29  credit, 
80    Gives  F.  M.  Nichols,  clerk,  check  for  $150.00  for  salary  for  month  of 

December. 
SO    Gives  check  to  S.  T.  Allen  in  payment  of  bill  for  advertising,  $6.00. 
80    Sells  merchandise  for  $254.00  cash. 

Note:    The  amount  of  merchandise  on  hand  December  81  la  $881.78. 

.    Post  these  journal  and  cash  book  entries  to  the  ledgrer  accounts. 
Send  in  the  ledger  accounts. 

.    Prepare  and  send  in  a  trial  balance  of  balances  of  December  81, 
1921,  before  closing. 
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Elements  of  Accounting  Practice 

Assignment  8 

MERCHANDISE  RECORDS 


I  CANNOT  SEE  how  a  young  man  can  better  fit  him- 
self for  an  executive  position  than  by  a  study  of  ac- 
counting. 

Certainly,  the  ability  to  analyze  statements,  to  understand 
^ures  and  reports,  is  a  decided  advanc^e  to  men  in 
supervisory  positions.  The  man  who  has  had  this  train- 
ing  and  can  see  back  of  the  figures,  certainly  has  a  de- 
cided  advantage  over  the  man  who  has  not  had  this 
training. 

A  VON  SCHLEGELL 
Vic*  Prtsident.  Hupp  Motor  Car  Corporation 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  aubjecta  covered  in  the  first  section  of  the  course. 
In  bold  faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  hghter 
tjrpe  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  Hie  Balance  Sheet 

2.  The  Prc^t  and  Loss  Statement 

3.  The  General  Ledger 

4.  Goeing  the  Ledger 

5.  Ilie  Journal 

6.  Chwing  the  Ledger  by  Joomal  Entry 

7.  llie  Cash  Jonmal 

8.  Merchandise  Records — ^Hie  Purchase  and  Sales  Jonmala 

9.  Subdivisimi  of  the  Ledger 

10.  Colunuiizatiwi 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissolution  Problems — Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21.  Corporation  Accounting — Reorganizations — Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements — General  Review 
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MERCHANDISE  RECORDS 

PURCHASE  JOURNAL— SALES  JOURNAL 

Yoa  are  now  familiar  with  the  use  of  the  journal.  You  understand 
alao  that  it  has  become  desirable  in  modem  accounting  to  have  ape«ual 
journals,  whore  there  are  numerous  transactions  of  a  similar  nature,  such 
as  cash  receipts  and  cash  disbursements. 

tn  this  assignment  we  shall  continue  the  discussicm  of  special  journals 
and  show  the  effectiveness  of  their  use  in  recording  and  summarizing 
purchase  and  sales  transactions. 

Before  illustrating  and  describing  the  purchase  journal  and  the  sales 
journal,  it  will  be  interesting  to  mention  briefly  some  of  the  business 
practices  observed  in  the  purchasing  department  and  in  the  sales  depart- 
ment of  a  modem  commercial  organization. 

HandTing  of  Purchases.  Purchases  of  merchandise  or  of  raw  material 
usually  follow  a  more  or  less  fixed  routine.  This  is  true  especially  in 
larger  concerns,  where  authority  is  distributed  to  various  departments. 
As  shown  in  Figure  1,  every  purchase  goes  thru  a  complete  cycle  before 
it  is  recorded  on  the  books. 

Take  for  example  the  purchase  routine  of  a  manufacturing  plant.  It 
starts  in  the  storeroom.  The  stores  clerk  fills  out  a  purchase  requisition 
for  material  that  is  running  low  in  the  storeroom.  This  operation  is 
designated  "1"  in  Figure  1.  This  requisition  is  merely  a  request  for  more 
goods.  It  shows  the  grade  of  goods  needed,  the  amount,  and  the  delivery 
date.   This  requisition  is  then  sent  to  the  purchasing  department. 

On  receipt  of  the  requisition  the  purchasing  department  checks  it 
with  the  last  previous  order  so  as  to  determine  wisely  the  grade  <tf  goods 
to  be  ordered,  the  amount,  the  price,  and  from  whom  to  buy.  Finally  the 
purchasing  department  issues  a  purchase  order  shown  as  "2"  in  Figure  1. 
One  copy  goes  to  the  company  from  whom  the  goods  are  to  be  purchased, 
another  copy  is  filed  in  the  purchasing  department,  and  a  third  goes  to  the 
receiving  clerk.    This  copy  very  often  has  the  quantities  omitted. 

The  order  is  filled.  The  goods  arrive  as  shown  by  "3"  in  Figure  1  and 
are  checked  over  by  the  receiving  clerk  agiunst  the  shipping  ticket.  He 
records  on  the  purchase  order  the  quantities  of  material  received,  and 
returns  the  purchase  order,  as  a  sort  of  report,  to  the  purchasing  depart- 
ment  This  operation  is  indicated  by  "5." 

In  the  meantime  the  purchasing  department  has  received  a  bill,  called 
the  "purchase  invoice."  ("4"  in  Figure  1.)  This  invoice  is  checked  with 
the  cnriginal  purchase  order  and  with  the  receiving  clerk's  report  on  what 
was  received.  If  necessary,  then  corrections  are  made.  Finally  the 
invoice  is  O.  K'd  and  sent  to  the  accounting  department  to  be  recorded. 
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or  a  posting  ticket  is  made  out  and  Bent,  In  which  case  the  invoice  is  kept 
in  the  purdLasing  department.  This  step  is  shown  by  "6."  In  FiKore  2 
you  have  a  reproduction  of  invoice,  together  with  the  requisition  uid 
order. 


^S^    Purchasing 
Depi. 


"Pry 

Componu 


Thb  Pdbchabb  Ctcu      '' 

Flmre  L    Start  in  the  ■toreroom  and  follow  the  arrowed  line.     It  represents  tki 

rontiite  of  a  purchase  before  it  b  recorded  on  the  books  hy  the  aeeonnting  department 

The  Dumbers  will  help  yon  to  interpret  the  chart,  as  ezplaiiied  in  the  discussion. 

How  Purchases  Are  Recorded.  Hie  work  of  the  accountant  begins 
where  the  purchase  cycle  stops,  i.e.,  with  the  O.K'd  invoices  or  pof^ug 
tickets.  It  is  ^m  these  invoices  or  tickets  that  the  accountant  secares 
the  information  that  he  records  on  the  books. 

If  the  purchase  is  for  cash,  he  enters  it  in  the  cash  book  along  with 
the  other  cash  disbursements. 

If  the  purchase  is  made  on  account  it  may  be  recorded  in  the  general 
journal.    Whra,  however,  these  purchases  become  numerous,  too  much 
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time  is  oonsnmed  in  setting  np  each  transaction  in  the  general  joamal.  A 
ihorter  way  is  provided.  AH  porchases  on  acconnt  are  recorded  in  a 
separate  book,  called  the  pnrchase  journal. 


PnrehasQ  Order 
from  Purchas- 
tng  Daputmant 
to  Outside  Sup- 
ply Hotus. 


""■'''' 


2^ 


■1  wafc*  *: 


i^sjs: 


.7gg 


ar„a  -■;-./  /^-rf-   . 


«,,-.jJ^--<,>?7.:,M-. 


ft  I  f  1 1  ftral  #■! 


(S  copies) 

1.  Sent  to  Ont- 
dde  Supply 
Honse. 

2.  FnrehsBlng 
Depftrtmwu 
file  copy. 

S.  SenttoStoz*- 


Purchase  Boqolshion 
'    (2  coides) 

1.  Original  sent  to  the  PurchaslDK 
Department. 

2.  Duplicate  kept  on  Storekeeper's 


ThBD  EbBBMTLU.  FcSUB  in  PDBCHAflS  BOUTINB 

Pignre  2.    Thwe  forms  are  typical  of  forme  used  In  actual  business  practice  to  safe. 
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Advantages  of  Purchase  JonmaL  The  chief  merit  of  the  special 
purchase  journal  is  that  it  saves  time,  in  the  same  way  that  a  cash  journal 
saves  time.  In  the  case  of  cash  receipts,  for  example,  every  transaction 
is  a  debit  to  the  Cash  Account.  The  cash  journal  does  away  with  all  these 
detail  charges  by  providing  a  total  at  the  end  of  the  month  for  all  cash 
received. 

The  situation  is  exactly  the  same  with  purchases.  If  purchases  are 
entered  in  the  general  journal,  each  transaction  must  be  charged  to  the 
Purchases  Account  separately.  Why  make  all  these  separate  charges? 
Why  not  record  all  purchases  together  in  a  special  joomal,  and  then 
charge  the  total  at  the  end  of  the  month  to  the  Purchases  Account? 

That  the  purchase  journal  is  a  real  timesaver  is  convincingly  shown 
in  Figures  8,  4  and  5.  Notice  the  general  journal  entries  in  Figure  3  for 
several  purchases  on  account.  Every  one  is  a  debit  to  the  Purchases 
Account.  In  Figure  4  you  have  these  items  posted  to  the  ledger  accounts, 
and  you  note  that  the  Purchases  Account  contains  four  separate  items. 

JOURNAL 


Pnrchiiei 

lorthern  Hilling  Co. 

Teru,  n/SO 


Porehiati 

tIcEMiits  Produce 

lOTDB,    d/BO 


Parcbisea 

Grocer;  3upp;  Co. 
Teru,  3/10-D/30 


Purchatoi 

Svift  t  Co. 
laraa,  2/1G--D/45 


JouBKAi.  Enihub  wob  pTjBCBugaa  on  Account. 

Flsiire  3.  £«:h  of  these  four  pnrchasea  requires  three  lines  In  the  Journal,  one  for 
the  debit,  one  for  the  credit  and  another  line  for  the  explanation.  The  same  amount 
must  bo  written  twice.    This  would  consume  much  time  if  a  business  made  numerous 

Jnrchaees,  and  each  of  these  would  have  to  be  placed  in  the  journal  as  a  double  entay. 
[Qch  journal  space  would  be  used  up,  and  what  is  more,  the  joumalising  would  con- 
sume a  great  deal  of  time. 
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When  these  joornal  entries  are  posted  to  the  ledger,  the  accounts 
will  appear  as  in  Figure  4. 
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Grocery  Supply  Co. 

Swift  (  Co. 
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DO 
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NOBTHIBIf  MiLUNO  Co. 


I       II 


I         III    Pinj  llj  On  Account 
McKbnch  Pboiucs  Co. 


»UI 


I     I  UM 


I         III    |jiQ.I  1t|  Od  Account 
GnocBtT  Sdpplt  Co. 


I         III    |j*D.|  3s|  Oni 


I        1   I   soolool 


I    M 


I         111    V*a.\  3l|  On 


II 


Accannt 


I      I 


I^DOB   ACOOUNTB   ATT^   POSTINO 

Figim  4-  Hotjce  that  four  separate  postings  must  be  made  to  the  Purchases  Account. 
SappOBe  that  instead  of  four  you  had  forty.  Huch  time  would  be  consumed  in  posting. 
the  transactions  separately  to  the  Purchases  Account.  In  order  to  save  time  in  posting, 
accountants  have  aeTised  what  is  known  as  the  purchase  journal,  shown  in  Figure  5. 

Purchase  JoumaL    The  shorter  method  is  given  in  Figures  5  and  6. 
The  purchase  journal  shown  in  Figure  5  is  in  reality  the  journal  in  con- 
densed form.   The  difference  is  that  ONE  line  is  used  for  each  transaction 
instead  of  three,  and  the  amount  is  written  only  once. 
PURCHASE  JOURNAL 


(1) 

t.r. 

(3) 

ACCOUR  CBIDITKD 
(8) 

APORISS 

(4) 

IBRHS 

(S) 

II70ICI 
(8)  lo. 

PUB.  ACCI. 
(7)    Dr. 

1*33 
Jan. 

11 
17 
IS 
11 

11 

lorthoni  HilliDK  Co. 
HcE«ni1e  Prodnc*  Co. 
Brociry  Supply  Co. 
Swift  k  Co. 

ToUI  pnrcbiMi 

48-HiliLnt  St.. 
30  H.  rroot  8b. 
176  Rorth  ATI. 
3000  S.  Vestam  ki. 

Debit  pnrchiies 

1/30 
1/60 

1/10-o/SO 
l/lS-n/4B 

1 
3 
S 
4 

100.00 
300.00 
800.00 
3S0.00 

850.00 

ThB  PuRCRABI  JODBNAli. 


ara  for  the  most  part  self-explanatory. 
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The  colunns  in  the  purchase  joomal  are  for  the  moat  part  Bdf- 
expkmatory.  Rulings  h^p  to  keep  the  facts  in  orderly  arrangement. 
Every  column,  as  you  see,  is  used  for  a  particular  purpose.  Column  1,  as 
shown  in  Figure  5,  is  for  the  date  of  the  invoice.  Sometimes  another 
column  is  added  for  the  date  of  entry.  Column  2  is  for  the  page  in  the 
ledger  to  which  the  item  ia  posted.  In  Column  3  is  written  Uie  name  of 
the  creditor  whose  account  is  to  be  credited. 

The  addresses,  in  column  4,  are  important,  because  a  certain  amoont  of 
correspondence  is  always  carried  on  with  creditors.  Column  6  contains 
the  terms  of  the  purchase,  which  specify  when  the  bill  must  be  paid,  and 
the  per  cent  of  discount  allowed  for  prompt  payment.  "N/St?"  means 
"net  SO  dayi";  in  other  words,  the  fuU  amount  must  be  paid  within  30 
days.  "2/10-^N/SO" -means  "2  per  cent  in  10  days,  net  SO  days";  that  is. 
deduct  2  per  cent  of  the  invoice  if  you  pay  within  10  days,  otherwise  the 
full  amount  is  due  within  30  days. 

Golnnm  6  is  for  the  number  of  the  invoice.  The  purchaser  numbers 
his  purchase  invoices  consecutively,  so  that  he  can  refer  to  them  by 
number,  rather  than  by  date  or  name  of  creditor. 

nme  Saved  in  Posting.  When  the  transactions  are  posted  from  the 
purchase  journal.  Figure  5,  to  the  ledger,  the  accounts  will  appear  as 
shown  in  Figure  6. 

LEDGER 


PDBCHASBa 

DITB 

HBO 

Pol. 

\/ 

DEBITS 

un 

ITBB 

lol. 

\/ 

cESDira 

1B33  1 
Jin.    31 

loUl  PnrchiBtB 

-H 

1 

NOBTHBN  MnuNO  Co. 


McKBNm  Pb<wucx  Co. 


mm 


Qbocbt  Supplt  Ca 


DOKM 


I^MotR  Acooirms  aft^  PoeTiNo  tbi  Pubchabb  Jottbnal. 

Fignre  6.    You  will  note  that  the  Fnrchssea  Account  here  does  NOT  contain  FOUR 

SEPARATE  debit  lt«ina  as  it  did  In  Firure  4,  when  the  general  Journal  was  oaed, 

BUT  only  ONE  amonnt,  which  la  the  TOTAL  purchases  for  the  month.    Tlie  crsditoir 

aeconnU  remain  tiie  same  as  in  Figure  4. 
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The  purchase  journal  expresses  a  debit  to  the  Purchases  Account  and  a 
credit  to  the  several  personal  accounts  with  creditors.  The  credits  are 
made  currently,  and  item  by  item.  They  are  posted  at  short  intervals, 
usually  every  day  or  so,  in  order  that  the  personal  accounts  of  the  creditors 
will  be  kept  constantly  up  to  date. 

The  total  debit  will  be  posted  periodically,  say  at  the  end  of  every 
month,  before  a  trial  balance  is  taken.  Thus  much  time  is  saved  by 
postinff  the  total  to  the  Purchases  Account. 

Doable  Entry  Principle  Not  Violated.  At  first  glance  it  may  seem  that 
the  entries  in  the  purchase  journal  violate  the  double  entry  principle, 
namely,  that  for  every  debit  there  must  be  an  equal  offsetting  cr^t. 
When  you  consider,  however,  that  for  all  the  separate  credits  made  to  the 
creditors*  accounts,  one  total  debit  is  made  to  the  Purchases  Account,  you 
will  easily  see  that  the  books  are  kept  in  balance.  At  no  time,  however,  is 
the  ledger  really  in  complete  balance  until  the  total  of  the  i>urchase  jour- 
nal is  posted  to  the  Purchases  Account  at  the  end  of  the  period. 

Handliiig  Cash  Purchases.  A  cash  purchase  is  enta%d  in  the  cash 
book  disbursements  side.    The  account  debited  is  Purchases. 

A  concern  may,  however,  wish  to  know  how  much  business  they  do 
with  every  creditor.  To  secure  this  information  it  may  enter  all  purchases 
in  the  purchase  book,  both  the  i>archases  for  cash  and  those  on  account. 
Even  tho  a  purchase  is  paid  for  immediately  in  cash,  it  is  treated  just  as 
if  it  were  on  account.  The  transaction  is  entered  in  the  purchase  book 
and  posted  to  the  Purchases  Account  in  the  debit  total.  It  is  posted 
separately,  as  a  credit,  to  the  creditor's  account. 

The  cash  payment  is  then  recorded  in  the  cash  book,  &om  which  the 
item  is  posted  as  a  debit  to  the  creditor's  account,  instead  of  a  debit  to  the 
Purchases  Account.  In  this  way  a  concern  is  able  to  know  just  how  muc^ 
bustness  it  has  had  with  each  of  its  creditors  during  the  period. 

Moreover,  many  firms  want  a  record  of  purchases  by  departments.  In 
soch  a  case  they  enter  all  cash  purchases  in  the  purchase  journal.  Thus 
ALL  purchases  will  be  recorded  in  one  place,  and  it  will  be  easier  to  make 
an  analysis  of  purchases  by  departments.  Where  this  plan  is  followed,  a 
special  column  is  usually  provided  in  which  cash  purchases  may  be  entered 
and  totaled,  so  that  disbursements  for  cash  purchases  may  be  entered  in 
the  cash  journal  daily. 

Items  Not  Entered  in  Purchase  JonmaL  Purchases  of  commodities  or 
supplies  on  account  to  be  used  in  the  business  itself  are  not  entered  in  the 
purchase  journal.  Usually  another  book  is  used  for  such  transactions, 
namely,  the  invoice  or  voacher  register,  which  will  be  presented  in  a  later 
assignment. 

Suppose  you  purchase  an  office  desk  on  account  for  ¥100.00.  The 
accounts  affected  are  the  Asset  Account,  Office  Furniture,  and  the  Liability 
Accounts  Payable.  The  Purchases  Account  is  not  affected.  For  this 
reason  this  transaction  would  not  be  entered  in  the  purchase  journal.  A 
general  journal  entry  must  be  made  thus: 


Office  E^imiture  _ 


Northwestem  Deak  and  Snpply  Co.. — 


3dbyGOOgIe 


RECORDS  OF  SALES 

SelUiiK  Process  Analyzed.  After  goods  have  been  purchased,  and 
purchases  recorded  on  the  txwhs,  the  next  important  operation  is  the 
selling'  of  these  goods  at  a  profit.  Most  businesses  have  a  sales  depart- 
ment which  is  under  the  direct  supervision  of  a  sales  manager.  There  are 
so  many  different  types  of  business  that  it  would  be  impossible  to  describe 
here  a  sales  department  organization  that  would  fit  every  case.  Every 
business  develops  its  own  sales  organization  to  meet  its  own  needs  and 
the  needs  of  its  customers.  For  example,  in  the  latter  part  of  1921, 
Armour  &  Company  put  on  a  lively  contest  among  its  salesmen.  V^thin 
two  weeks  the  company  had  placed  on  its  books  the  names  of  6,142  new 
customers. 

Whatever  the  organization  may  be,  whether  it  be  large  or  small,  f<ar 
a  wholesale  or  a  ret^l  business,  whether  goods  are  sold  thru  the  mails  fX 
over  the  counter,  there  are  certain  definite  functions  in  sales  transactions 
that  demand  special  attention.    They  are  as  follows: 

1.  Getting  the  orders 

2.  Entering  the  orders  on  the  books 

8.     Filling  the  orders  and  delivering  the  goods 

Sales  Invtriecs  Give  Aeeountiiig  Information.  The  first  and  third  of 
these  functions  are  tied  up  with  business  management,  and  may  be  passed 
over  at  this  point.  Mention  should  be  made,  however,  of  the  sales  in- 
voices, as  illustrated  in  Figure  7.  These  invoices  have  come  to  be  more 
or  less  uniform,  depending  on  the  needs  of  a  particular  business.  All  sales 
invoices  should  be  drawn  up  in  such  a  form  as  to  include  all  the  necessary 
information,  such  as  date,  amount,  quality,  terms,  whether  for  cash  or 
credit,  when  to  be  paid,  when  to  be  delivered,  etc.  All  this  informaidon 
should  be  included,  because  the  sales  invoices  must  furnish  to  the  ac- 
countant all  details  necessary  in  making  the  proper  record. 


No.  24  Chicago,  tU.,  Jtn.  11,  l»SI . 

R,  T.  ALLEN 

PRODUCE 
2»  S.  LaOlB  St. 

Jickisn  Broa. 

300  E.  Slat  St.,  Cltr. 
Tenna.  3/10— o  •BO 


>  Birral*  Flonr 


Tbs  8a[£8  Isvoux. 
Figaro  7.  Hote  the  nomber  in  the  upper  left  hand  comer.  This  nnmher  Is  a  Kraal 
help  in  matters  of  reference  and  correspondence.  It  is  moch  easier  and  more  defiDit* 
to  speak  of  "your  bill  No.  24,"  than  to  tr;r  to  identify  it  b;  date  or  otherwise.  He 
advantage  of  usii^  a  number  aa  an  identification  symbol  is  obvious,  especially  in  a 
buainesB  like  Armour  ft  Company  which  handles  thousands  of  such  invoices  every  year. 
This  Dumber  will  also  be  recorded  in  the  sales  journal,  as  shown  In  Figure  10. 
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These  sales  mvoices,  if  for  sales  on  account,  are  passed  on  to  the 
department  for  analysis  and  O.K.  If  the  sale  is  to  a  new  customer,  his 
credit  standing  is  determined  from  information  collected  by  the  credit  de- 
partment. If  the  sale  hapi>ens  to  be  to  an  old  customer,  the  credit  depart- 
ment looks  up  his  standing,  to  see  whether  he  has  paid  past  bills  promptly, 
whether  credit  can  be  extended,  or  whether  the  old  bills  should  be  paid 
first 

JOURNAL 


kcmi  6rocei7  Co, 
StUi 

leni,  b/30 


Jtckson  Broi. 

Salei 
Tani,  3/10— n/SO, 


JohniOD  &  Co. 

Silaa 
I«ne,  3/10-^/30 


Hliito  &  Sflith 
Sdai 


loni,  t/10— D/4G 


Villiu  Brown 
Stlta 

lanu,  3/l»-a/30 


Journal  EmsuB  ra  Saub  on  Aoooumt 
Flfu*  B.    If  we  bad  only  one  book  of  original  entry,  we  would  bave  to  enter  onr  salea 
«m  accotmt  in  tba  general  Joomal,  ai  ebown  bere.    Eadi  sale  would  require  a  double 
entry  in  the  journal;  beaee  the  operation  of  toumaliiing  itself  would  consume  consid- 
erable tune. 

How  Saks  Are  Recorded.  As  was  explained  in  Assignment  7,  on  the 
cash  book,  all  cash  sales  are  brouf^t  Into  the  accounts  thru  the  cash 
book.  There  are  circnmstanceB  which  will  make  it  desirable  to  record  cash 
sales  in  the  sales  journal,  but  this  will  be  taken  up  later.  It  is  obvious 
tiiat  the  cash  receiTed  from  sales  must  appear  in  the  cash  book,  either  in 


'■(^i\sic 


detail  or  in  total  amount.  It  is  therefore  the  sales  on  account  that  require 
additional  explanation.  As  in  the  case  of  purchases  on  account,  ijl  sales 
on  account  may  be  handled  in  one  of  two  ways,  either  thru  the  general 
jooinal  or  thru  a  special  sales  joomaL 

As  long  as  a  business  continues  to  have  only  a  few  sales  on  account,  it 
might  just  as  well  enter  them  in  the  general  journal.  When,  howev^, 
these  transactions  become  numerous,  too  much  time  will  be  consumed  in 
joumatizing  and  posting.  Think  of  the  time  that  Armour  &  Company 
would  have  wasted  if  they  had  entered  each  of  their  6,142  new  sales  for 
a  period  of  two  weeks  in  a  general  journal,  besides  all  the  sales  to  old 
customers.  Then  add  to  that  all  the  time  it  would  have  taken  to  post  eaidi 
of  these  items  separately  to  a  Sales  Account. 

General  Journal  ConBomes  Time.  To  show  how  the  general  journal 
entries  consume  time,  we  have  set  up  several  typical  transactions  in  the 
general  journal,  Figure  8,  and  posted  them  as  separate  items  to  the  ac- 
counts in  Figure  9. 
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Yoor  attention  is  directed 


especially 
nld  be  avi 


a  sales  joamal  were  used,  aa  ahows  in  Figure  10.  Think  of  the  time  that  the  sales 
book  saves  annually  for  thousands  of  concerns.  One  of  the  large  department  stores  in 
Chicago  carries  dose  to  200,000  customers'  accounts  on  its  books.  Assaming  that 
eadi  customer  makes  only  10  purchases  each  month,  you  can  readily  appreciate  how 
much  time  would  be  consumed  in  journalizing  all  such  transactions. 

Shorter  Method  of  Recording  Sales.  These  same  sales  can  be  entered 
in  a  shorter  and  more  economical  way  in  a  sales  journal,  which  is  oftm 
called  a  sales  book,  reproduced  in  Figfure  10.  Only  one  line  is  used  for 
each  item,  and  the  amounts  are  writt^  only  once. 


SALES  JOURNAL 


turn 
(I) 

I, p. 
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3ALE3  KO. 
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Thb  Saibs  Joubnal. 

Figmre  10.  Yon  have  here  a  blank  sales  Journal  for  yonr  own  practice.  Enter  in  it  the 
same  transactions  that  were  set  up  in  Figure  8,  and  you  will  see  at  once  tliat  a  sales 
Journal  Is  a  big  timesaver.  Then  close  tne  sales  Journal  as  we  have  closed  the  pur- 
chase jonmaL   If  yon  have  made  the  entries  correctly,  yon  will  have  a  total  of  )981.W. 

Posting  Sales  JoumaL  After  you  have  entered  the  transactions  in  the 
sales  jouroal,  post  these  items  to  the  ledgrer  accounts  in  Figure  11.  The 
total  sales  is  posted  to  the  Sales  Account  as  a  credit,  and  each  of  the  items 
is  posted  to  a  peraonal  account  of  a  customer  as  a  debit.  (Do  not  send  this 
work  in  for  grading.) 
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Ledges  Accounts. 

TlfBro  IL    These  accounts  are  provided  for  jour  practice.    Post  the  items  whldt  you 
hare  entered  In  the  sales  Journal,  Figpire  10,  to  the  above  accounts.    Thus  by  posting 

^_  .. "  you  will  learn  how  a  Bales  journal  diould  be  postef*     """    —  ""~ 

leam  an  operation  quickest  by  actually  doing  it 

SELF-TEST  QUESTIONS 

L  What  are  the  advantages  of  entering  the  items  in  the  sales  journal 
instead  of  the  general  journal? 

2.  Suppose  that  we  had  70  sales  on  account  for  January  instead  of  7, 
how  many  separate  postings  to  the  Sales  Account  would  we  have  saved? 
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l^imsactions  Entered  in  Sales  JonmaL  Only  sales  of  merchandise  on 
account  are  usually  entered  in  the  sales  journal.  It  may  be  desirable  also 
to  enter  the  cash  sales  in  the  sales  joomal  for  the  sake  of  havingr  a 
complete  record  of  sales,  especially  when  sales  are  recorded  by  depart- 
ments. This  method,  however,  means  a  duplication  of  work,  since  cash 
sales  would  be  entered  in  both  the  cash  book  and  the  sales  book,  but  posted 
only  from  the  cash  book.  It  is  better,  therefore,  to  enter  only  sales  on 
account  in  the  sales  book,  and  all  cash  sales  in  the  cash  book.  Then  when 
the  sales  manasrer  wishes  a  complete  record  for  the  month,  a  recapitula- 
tion sheet  can  be  made  out,  showing  details. 

Flexibility  of  Accounting  Systems.  No  donbt  you  have  already  been 
impressed  with  the  fact  that  an  accounting  system  is  not  a  fixed  and 
rigid  thing.  It  permits  of  exi^nsion  to  suit  the  needs  of  a  particular 
business  organization.  As  a  business  grows,  the  accounting  system  grows 
with  it. 

For  ocample,  it  has  been  explained  how  accounts  may  be  kept  by  the 
use  of  the  ledger  alone,  the  facts  being  classified  thru  direct  entry  into 
the  accounts.  Then  we  saw  the  advantage  of  expanding  the  system  to 
include  the  use  of  a  journal  as  a  book  of  original  entry  to  precede  the 
ledger.  These  two  books  would  have  sufficed  for  the  smaller  business, 
but  reasons  of  convenience  and  economy  demanded  further  expansion  of 
the  accounting  machinery. 

The  next  step  was  to  break  up  the  journal,  separating  it  into  distinct 
books  of  original  entry  for  such  classes  of  transactions  as  are  often 
repeated.  We  have  seen  the  cash  book,  sales  book,  and  purchase  book 
developed  in  this  way.  These  are  the  fundamental  books  of  most  ac- 
counting systems  for  trading  and  manufacturing  concerns,  but  for  the 
pnrpose  of  showing  how  an  accounting  system  can  be  extended  still 
farUier,  let  us  explain  a  few  special  books  which  greatly  facilitate  the 
work  of  keeping  Irack  of  purchases  and  sales. 

How  Sales  Returns  May  Be  Recorded.  Sales  returns  may  be  recorded 
in  the  general  journal,  provided  the  number  of  such  transactions  is  smalL 
lilgure  12  shows  a  sales  returns  recorded  in  the  general  joomal. 
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ng«ie  12.  This  entry  expresses  mn  increase  in  the  Sales  Returns  Account  and  a  de- 
crease in  Jackson  Brothers'  (debtor)  account.  This  is  just  what  the  situation  means; 
here  Is  one  more  return  of  Eoods,  i.e.,  an  increase  in  the  quantity  that  has  come  back; 
here  is  also  a  credit  (reduction)  to  the  debtor's  account,  for  Jackson  Brothers  cannot  be 
expected  to  pay  for  goods  which  they  have  returned. 
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Sales  Returns  Book.  If  this  type  of  journal  entry  occurs  many  times 
in  the  course  of  a  year,  time  will  be  saved  by  a  sales  returns  book.  The 
general  style  of  such  a  book  would  be  much  the  same  as  that  of  other 
special  journals,  but  the  headinfrs  of  the  columns  and  the  posting  from 
it  would  be  somewhat  different.  Figure  18  shows  a  t^ical  sales  retoms 
book. 

SALES  RETURNS  BOOK 
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Salis  Rbtubns  Book. 
PiSim  13.  Note  that  the  colnmns  which  are  most  essential  to  the  ptimuy  purpoBO 
of  the  book  are  (S)  and  (7),  the  name  of  the  account  and  the  amount.  The  date  and 
address  are  shown  merely  for  convenience  of  reference;  pa^  and  iovoice  nombers  are 
shown  as  a  matter  of  cross-indexing — of  "tying  togethw"  this  return  with  the  per- 
sonal account  and  with  the  original  sales  invoice.  In  the  column  headed  "Cause  la 
given  the  reason  for  the  retom. 

The  sales  returns  book  is  posted  by  debiting  the  total  to  the  Sales 
Returns  Account  at  the  end  of  the  period.  Each  item  is  posted  separatdy 
to  the  proper  customer's  account. 

Sales  Allowance  Book.  When  a  business  allows  credit  to  customers 
for  numerous  adjustments  without  requiring  the  return  of  the  goods,  it 
would  be  a  saving  of  time  to  record  all  these  transactons  in  a  sales  allow- 
ance book.  This  would  be  almost  a  duplicate  of  the  sales  returns  book. 
The  total  of  the  amount  column  would  be  posted  at  the  end  of  the  period 
to  a  Sales  Allowance  Account  instead  of  a  Sales  Returns  Account.  The  ac- 
counts credited  would  be  the  personal  accounts  of  the  debtors,  as  in  the 
sales  returns  book.  While  there  may  be  in  some  places  a  fairly  large 
number  of  returns,  it  is  not  very  likely  that  an  allowance  book  would  be 
needed.  In  such  cases,  allowances  and  returns  are  very  often  entered  in 
one  book,  called  the  sales  returns  and  allowances  book. 

Purpose  of  Credit  Memos.  When  customers  return  goods  for  any 
reason,  they  expect  to  receive  credit  for  them,  and  have  their  account 
(debt)  reduced  correspondingly. 

They  will  naturally  desire  some  notification  of  the  receipt  of  the 
returned  goods,  and  of  your  decision  to  allow  them  credit.  Tliis  notice 
is  termed  a  cr^t  memorandum,  reproduced  in  Figure  14. 


Assignment  8,  Page  14 


-d  by  Google 


N«.  B4                                                                 chiGBgo,  ni..  JiD.  ag,  im 
R.  T.  ALLEN 

PRODUCE 
3»  S.  Lafllo  St. 

Jtckion  Broi. 

300  1.  Slit.,  Clt7. 

W*  han  OadlMd  your  unnial  u  foUomi 

Din 

EXFUBATIOI 

uionn 

TOl&t 

Brror  io  iBight  on  IiitoUb  Io.  34 

credit  alloied 

30.00 

30.00 

CaraiT  MiMOKANDQK 

Fifon  14.    The  credit  memo  has  much  the  same  form  «b  the  sales  invoice  of  ngnre  7. 

Its  meaning,  however,  is  different.    Instead  of  saying,  "These  are  the  articles  yoa 

booi^iti''  as  does  the  sales  invoice,  the  credit  memorandum  sayi  in  effect:  "These  are 

the  articles  yoa  returned,  for  which  we  allow  70a  credit." 

The  credit  memorandum  may  also  represent  a  sales  allowance.  It 
may  be  given  to  a  customer  who  finds  his  goods  damaged,  or  of  short 
weight,  or  of  inferior  quality,  when  the  customer  is  not  required  to  return 
the  goods,  but  receives  credit.  The  memorandum  slip  wiU  show  the 
amount  of  credit  allowed.  Usually  two  copies  are  made  out.  One  goes 
to  the  customer  and  the  other  is  retained  by  the  business  and  is  the  basis 
for  entries  on  the  books.  Some  of  the  larger  retail  houses  allow  the  cus- 
tomer to  cash  in  these  credit  slips,  if  he  so  desires.  Especially  is  this  true 
when  the  sale  was  originally  made  for  cash. 

Two  Types  at  Credit  Memos.  There  are  two  kinds  of  credit  monos, 
the  one  we  receive  and  the  one  we  give.  The  one  we  give  is  usually  caOed 
a  sales  credit  memo  and  the  one  we  receive  a  purchase  credit  memo. 

A  credit  memo  in  our  hands  is  a  purchase  credit  memo.  It  means 
that  we  have  returned  goods,  or  are  allowed  credit.  Our  creditor,  by 
means  of  the  memo,  grants  us  permission  to  deduct  the  amount  in  remit- 
ting for  our  purchase.  This  credit  memo  becomes  the  basis  for  an  entry 
on  our  books.  The  journal  entry  for  this  credit  memo  would  be  as  fol- 
lows: 


Harrison  Hont   . 


Pnrdtase  Eatnmed  .. 


.436.00 


...186.00 


This,  we  see,  expresses  a  decrease  (debit)  to  a  creditor's  account,  and 
an  increase  to  Purchase  Returns  Account. 

Purchase  Returns  JoumaL  If  there  are  many  purchase  returns,  a 
^irchase  returns  book  may  be  brought  into  use.  Entries  are  made  in 
Uiis  book  from  the  credit  manos  that  we  hold.    However,  since  there  are 
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generally  fewer  erediton  than  debtors  on  our  books,  for  the  reason  that 
goods  are  bought  in  larger  lots  and  parceled  out  in  smaller  portions,  it 
is  unlikely  that  there  would  be  as  much  need  for  a  separate  purchasa 
returns  book  as  for  a  sales  returns  book.  Most  business  houses,  there- 
fore, have  only  one  returns  book;  namely,  a  sales  returns  book. 

Special  Form  of  Sales  Book.  Before  summarizing  this  discussion  of 
merchandise  records,  it  will  be  interesting  to  note  some  modifications  of 
the  books  mentioned. 

Instead  of  writing  each  sale  in  a  sales  book,  many  concerns  make  a 
carbon  copy  of  each  sales  invoice.  These  copies  are  bound  in  a  loose-leaf 
binder,  and  arranged  in  a  strictly  numerical  order.  Thus  we  have,  with 
very  little  additional  effort  or  cost,  the  equivalent  of  a  sales  book. 

The  posting  to  the  personal  accounts  can  be  done  just  as  well  from 
the  carbon  copy  invoices  which  are  filed,  as  from  a  written  book,  dnce,  by 
the  use  of  the  adding  machine,  the  total  of  the  sales  can  be  easily  obtained. 
A  memorandum  is  made  of  this  total  on  the  last  invoice  for  the  period,  or 
on  a  special  recapitulation  sheet,  and  posted  from  this  invoice  or  sheet  to 
the  ledger,  just  as  the  total  from  the  usual  bound  sales  book. 

Spedal  Foma  of  Sales  Retoms  Book.  With  our  credit  memos  ^e 
same  method  of  time  saving  may  be  carried  oat;  the  sales  returns  book 
might  then  become  a  loose-leaf  volume  made  up  from  carbon  copies  of 
credit  memos.  The  posting  would  not  be  di£ferent  £rom  the  descriptions 
already  given. 

MAIN  POINTS  IN  THIS  ASSIGNMENT 

Every  assignment  in  your  course  takes  you  one  step  forward  in  your 
understanding  of  accounting  practice.  This  assignment  is  a  continuation 
of  the  special  journal  idea.  In  Assi^mient  7  you  had  the  special  cash  jour- 
nals. Here  you  have  two  more  special  journals,  one  for  purchases  and  one 
for  sales  transactions.  Let  us  review  briefly  the  important  points  about 
eadi  of  them  as  they  have  been  presented  in  this  assignment. 

First — The  advantages  of  merchandise  records  are  as  follows: 

1.  They  save  time  for  the  accountant,  because  they  do  away  with 
numerous  general  journal  entries. 

2.  They  provide  v^uable  information  for  the  proprietor  and  man- 
ager. 

Second — These  special  merchandise  records  are  set  up  in  simple  forms, 
similar  to  the  general  journal  but  more  condensed. 

Third — As  a  general  rule,  only  certain  transactions  are  entered  in  these 
special  journals: 

1.  Purchases  of  merchandise  on  account  are  recorded  in  the  par- 
chase  journal. 

2.  Sales  of  merchandise  on  accoant  are  entered  in  the  sales 
journal. 
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8.  Entries  are  made  from  invoices  and  sales  tickets  which  ar« 
commonly  used  in  the  preliminary  purchase  and  sales  routinw 
of  a  boBiness. 

Fourth — Accounting  systems  can  be  extended  still  farther,  by  the  UM 
of  other  special  journals,  when  transactions  are  numerous,  for 
example: 

Sales  Returns  Book — Sales  Allowance  Book. 

Purchase  Returns  Book — Purchase  Allowance  Book. 

Entries  are  made  in  these  books  from  credit  memos. 

In  Assignment  9  these  special  journals  will  be  expanded  so  that  thty 
can  be  used  with  controlUng  accounts. 


Put  energy  and  dedsion  and  unfaltering  belief  back  of  ^nr  wilL 
and  thereby  gain  a  power  ttiat  does  not  recognize  the  possibility  of 
failure. 

— Irving  B.  Attm. 


AaOgammt  9^  ^^JOgle 


PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  8 

The  following  queBtions  and  problems  are  based  for  the  most  part  on 
the  discussion  of  this  assignment.  They  also  involve  accounting  principles 
of  preceding  assignments,  in  this  way  serving  as  a  test  of  your  ability  to 
retain  fundamental  points.  Send  in  solutions  to  any  four  of  the  following 
problems. 

1.  Mr.  Thomas  Ryan  owns  and  operates  a  small  retail  dry  goods  store. 
Fifty  per  cent  of  his  sales  are  on  account,  and  about  75  per  cent  of 
his  purchases  are  on  thirty  to  sixty  days'  time. 

He  also  receives  notes  from  such  customers  as  wish  extension  of  time. 
In  his  merchandising  he  allows  2  per  cent  discount  to  customers  for 
payment  within  ten  days,  and  takes  advantage  of  discount  on  par- 
chases  whenever  possible.  Up  to  this  time  he  has  used  only  one  bo<A 
of  original  entry — the  general  journal. 

What  better  method  can  you  suggest  than  the  one  he  is  using?  State 
the  advantages  of  your  method. 

2.  On  June  80, 1921,  he  receives  a  ¥200.00,  80-day  note,  without  interest, 
from  Mr.  Clark,  one  of  his  customers,  to  cover  Mr.  Clark's  open  ac- 
count. 

(a)  Show  the  entry  Mr.  Ryan  will  make  on  his  books  when  he  receives 
this  note. 

(b)  What  entry  wiU  he  make  when  Mr.  Clark  pays  this  note  on  July 
80,  1921? 

(c)  On  July  9,  he  receives  a  credit  memo  for  f  26.00  from  the  Ameri- 
can Thread  Company  for  a  shortage  in  his  order  of  thread  pur- 
chased on  June  SO.   Set  up  the  entry  for  this  transaction. 

(d)  On  July  12  he  gives  a  credit  memo  for  f  12.76  to  L.  M.  Casey,  one 
of  his  customers,  for  a  returned  sale.  How  will  this  transaction 
be  handled  on  Mr.  Ryan's  books? 

8.  From  the  transactions  and  comments  below,  make  necessary  entries 
in  the  journal,  cash  book,  purchase  book,  sales  book,  and  sales  allowance 
book.    Send  in  these  books  of  original  entry. 

Oct.   1,   1921,  Daniel  Roberts,  a  retail  Inmber  dealer,  began  bnslneas  by  Investing 
12,000.00.     (Enter  In  Journal  as  original  investment,  also  enter  In  Om 
total  column  of  the  cash  book.) 
1     Gave  his  six-montha'  note  at  6  per  cent  to  Wm.  Hard  In  ezchan^  for 

$2,000.00  in  order  to  obtain  sufficient  current  funds. 
1    Paid  rent  for  October,  $100.00. 
8     Bought,  F.O.B.  mill,  one  car  lumber  on  acconnt  txma  Elastman,  Gardiner 

&  Co.,  Laurel,  Hiss.,  for  $484.0a 
6     Bought  an  auto  truck  for  $2,000.00  cash. 
8    Bought  ofilce  furniture  for  |600.00  cash. 
10    Keceived  from  Eastman,  Gardiner  A  C«.  a  credit  memorandum  for  $27.00 

because  of  inferior  grade  lumber  received  on  October  8. 
12     Gave  Eastman,  Gardiner  A  Co.  a  30-day  6  per  cent  note  In  full  of  Mcount. 

8.PW  18  .d.>.Coo«^L 


16    Paid  (20.00  to  laborera  for  unloading  lumber.    Debit  Purchases. 

18    Sold  to  PboI  Meredith  on  account  lumber  for  $607.20. 

20    Boo^t  office  supplies  of  Oxford  Stationery  Co.  on  account,  |28.70.  These 

supplies  are  used  up  daring  the  month  and  should  be  considered  as  an 

expense. 
22    Bou^   " 

Kola,! 
2S    Sold  for  cash  lumber  for  ^.26. 
27    Issued  a  credit  memorandum  to  Paul  Meredith  for  $16.20  as  an  allowance 

for  lumber  sold  on  October  18. 
29    Paid  $11.00  for  labor  for  unloading  car  of  lumber  (debit  Purchases  Account 

thru  the  cash  book). 
81    Sold  to  Vernon  Winkle  on  account  $S08jOO. 

Post  these  transactions  to  ledger  accounts  of  your  own.  Do  not  send 
in  your  accounts;  we  can  tell  from  your  trial  balance  whether  or  not 
your  accounts  are  correct. 

4.  Prepare  and  send  in  the  trial  balance,  before  closing. 

5.  Prepare  and  send  in  a  profit  and  loss  statement  for  the  month  (tf 
October,  and  a  balance  sheet  as  of  October  31,  1921.  Inventory  of 
lumber  October  31,  1921,  amounted  to  ¥471.68. 

Make  closing  entries  in  the  journal,  and  post  them  to  the  ledger 
accounts.    Do  not  send  in  the  closing  entries. 

6.  Take  a  trial  balance  after  closing.    Send  in  this  trial  balance. 

Note :  The  journal  entries  and  ledger  entries  required  in  this  problem 
need  not  be  sent  in,  but  the  University  will  include  these  in  the  model 
solution  which  will  be  mailed  to  you. 
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THE  men  of  big  business  are  beginning  to  realize  more 
than  ever  before  the  absolute  necessity  of  accurate 
and  dependable  accounting  information,  and  the  best 
managed  concerns  are  demanding  not  only  Modem  Ac- 
counting Systems,  but  thoroly  trained  accountants  who 
understand  accounting  theory  and  practice  and  who  can 
furnish  them  the  information  necessary  lx)  successful 
management. 

w.  A.  Landers 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  coum. 
In  bold  faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  moie 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  Ilie  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  Genera]  Ledger 

4.  Closing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  The  Cash  Journal 

8.  Merchandise  Records— The  Purchase  and  Sales  Journals 

9.  Subdivision  of  the  Ledger 

10.  Columnization 

11.  Promissory  Notes 

12.  Drafts,"  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissolution  Problems — Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21.  Corporation  Accounting — Reorganizations — Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements— General  Review 
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SUBDIVISION  OF  THE  LEDGER 

CONTROLLmG  ACCOUNTS 

In  a  small  concern  with  few  transactions,  two  books  of  record  would 
usually  be  sufficient.  AH  transactions  would  then  be  entered  in  the 
journal,  and  all  accounts  would  be  kept  in  the  ledger. 

When  a  business  grows  larger  and  transactions  become  more  numerous, 
it  is  necessary  to  provide  devices  that  will  save  time  and  assure  greater 
accuracy  in  keeping  the  records.  That  is  the  reason  for  special  journals,  as 
explained  in  Assignments  7  and  8.  Like  transactions  are  set  apart  in 
q»ecial  books  of  original  entry.  Cash  transactions  are  entered  in  the  cash 
book,  sales  in  the  sales  journal,  and  purchases  in  the  purchase  journal. 

Several  Books  of  Original  Entry  Used.  The  entries  in  these  books  are 
totaled,  and  these  totals  can  be  posted  to  the  accounts  much  more  quickly 
and  easily  than  the  many  separate  items.  Transactions  that  cannot  be 
entered  in  special  journals  will  be  handled  thru  the  general  journal.  As 
a  result,  we  have  several  books  of  original  entry  from  which  postings  are 
made  to  the  ledger,  instead  of  only  one. 


{  General  Journal !   I  Cash  Journal  j  I  Sales  Joum^  I   I  Enchase  Joumall 


Genera]  Ledger 

The  Subdivision  of  tmr  Journal 

FlEnre  1.    This  chart  ^vea  yoa  a  short  summary  of  vhat  was  covered  in  Assignments 

7  and  8.    Instead  of  having  one  book  of  original  entry,  the  journal,  we  now  have  four. 

In  this  assignment  we  ehall  see  how  the  general  ledger  is  subdivided  by  the  use  of 

subsidiary  ledgers. 

Need  for  Snbdiviaion  of  Le^er.  Thus  far  in  the  course  our  attention 
has  been  confined  to  the  journal  and  its  subdivisions.  The  ledger  like- 
wise may  be  subdivided,  and  for  the  same  reasons.  As  the  number  and 
variety  of  transactions  increase,  the  ledger  will  sooner  or  later  be  filled 
up  with  many  detailed  accounts.  The  trial  balance  will  become  unwieldy, 
and  the  danger  of  making  errors  will  increase. 

For  these  reasons  accountants  have  devised  a  plan  of  subdividing  the 
ledger.  Accounts  of  a  similar  nature  are  taken  out  of  the  ledger  and  set 
off  by  themselves  in  what  is  called  a  subsidiary  ledger. 

To  illustrate:  Suppose  that  a  business  keeps  fifteen  separate  expense 
accounts,  one  for  heat,  one  for  light,  another  for  salaries,  advertising,  etc. 
It  will  under  such  circumstances  be  desirable  to  take  these  detail  expense 
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accouDts  out  of  the  general  ledg^  and  set  them  apart  in  a  subsidiary  ledger, 
called  the  expense  ledger. 

Another  oaaeept,  engaged  in  manofaeturing,  we  will  assume,  buys 
twenty  dififerent  kinds  of  material.  Each  kind  of  material  will  be  recorded 
in  a  separate  account.  All  of  these  materia!  accounts  are  then  grouped  in 
a  subsidiary  ledger,  called  the  materials  or  stores  ledger.  These  detail 
records  are  all  subsidiary  to  the  general  ledger. 

SobsidiaiT  Ledgers  for  PersMMl  Accoonts.  Since  a  large  part  of 
modem  business  is  done  on  a  credit  basis,  it  follows  that  the  average  sized 
concern  will  probably  have  numerous  personal  accounts  with  customers 
and  creditors.  If  these  personal  accounts  are  kept  in  the  general  ledger, 
along  with  the  other  accounts,  such  as  cash,  buildings,  delivery  equipment, 
etc.,  the  ledger  will  soon  become  unwieldy. 

When  the  accountant  prepares  the  balance  sheet,  for  example,  he  must 
go  thru  the  general  ledg^,  determine  the  balance  for  each  customer,  and 
tiien  add  these  balances  together  before  he  can  determine  the  total  amount 
due  from  customers,  which  is  the  amount  for  the  accounts  receivable 
item  in  the  balance  sheet.  The  same  difficulty  will  exist  in  determining 
the  amount  for  accounts  payable. 

Furthermore,  the  general  ledger  trial  balance  will  be  exceedingly  long, 
and  the  work  of  securing  a  balance  becomes  a  laborious  task.  The  han- 
dling of  so  many  accounts  by  one  person,  who  is  in  charge  of  the  general 
ledger,  may  easily  result  in  errors,  which  it  will  be  difficult  to  trace. 

Accordingly  the  personal  accounts  of  customers  are  taken  out  of  the 
general  ledger  and  set  up  in  a  subsidiary  ledger  called  the  accounts 
receivable  ledger.  This  ledger  is  sometimes  referred  to  as  the  customers' 
ledger,  or  sales  ledger.  Likewise  the  personal  accounts  of  creditors  may  be 
taken  out  of  the  general  ledger  and  set  apart  in  a  subsidiary  ledger,  some- 
times referred  to  as  the  creditors'  ledger  or  purchase  ledger. 

For  purposes  of  illustration  let  as  assume  that  on  June  80,  1921,  our 
general  ledger  contains  the  following  customers*  balances: 


..  lOOM 
..  160.00 


O.  Long  &  Co.. 75.00 

Henry  Weeks 100.00 

A.   C.    Clancy 210.00 

Our  business  is  growing,  and  as  it  increases  we  And  it  desirable  to 
develop  a  separate  ledger  for  customers'  accounts.  We  cannot,  however, 
merely  remove  these  accounts,  and  set  them  off  in  a  subsidiary  ledger, 
without  having  something  to  take  their  place  in  the  general  ledger.  If 
we  put  nothing  In  their  place  the  ledger  will  be  thrown  out  of  balance.  We 
therefore  close  each  of  these  customers'  accounts  by  means  of  a  journal 
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entiT-  Since  each  of  these  accounts  in  the  general  ledger  has  a  debit 
balance,  it  will  be  necessary  to  credit  each  account  in  order  to  close  it,  and 
at  the  same  time  we  must  set  up  a  representative  account  in  the  ledtrer,  to 
which  we  win  debit  the  total.  In  this  way  the  equality  of  debits  and  credits 
•is  maintained  in  the  ledger.    The  journal  entry  will  appear  as  follows: 


Jam  80,  1921,  Dr.  Accounta  Receivable.... 
Cr.    B,  L.  Crowe..... 


...$2,828.00 


.  870.00 
-  700M 
.  160.00 


76.0( 


A.  G.  Qutcy-. 


To  cloM,  In  tJw  general  ledipw,  the  indfridnal  accounts 
of  cnstomera,  and  set  up  a  representative  account  with 
the  total.    The  individual  accounte  are  to  be  set  up  in  the 
subsidiary  accounts  receivable  ledger. 
When  this  journal  entry  has  been  posted,  the  personal  accounts  will 
disappear  from  the  general  ledger.    The  "Accounts  Receivable  Account" 
will  take  their  place  and  will  show  the  total  amount  due  from  customers. 
CustMDcrs'  Ledger.    The  next  thing  to  do  is  to  set  up  these  same 
personal  accounts  for  all  customers  in  the  customers'  ledger.     Each 
customer  will  be  given  a  separate  account  with  the  old  balance  entered, 
just  as  it  appeared  before  in  the  general  ledger.    In  setting  up  these  new 
accounts  it  is  not  necessary  to  make  a  journal  entry,  because  it  is  not 
necessary  that  the  subsidiary  ledger  be  in  balance.    The  accounts  in  the 
subsidiary  ledger  are  statistical  in  nature.    They  are  merely  the  details, 
which  are  summarized  and  represented  in  the  general  ledger  by  the 
balance  of  the  Accounts  Receivable  or  Customers'  Ledger  Account.    In 
other  words,  the  total  amount  In  the  Accounts  Receivable  Account  of  the 
general  ledger  will  agree  with  the  sum  of  the  balances  in  the  customers' 
accounts  of  the  subsidiary  ledger.    The  agreement  is  shown  in  Figure  2. 


B.  L.  Gro««     .     .     . 

.     .        MBS. 00 

Public  Htrkafc  Co.     . 

.      .           870.00 

L.  M.  BrowB    .     .     . 

.     .          700.00 

.     .          150.00 

Ha.  Hobltj      .     .     . 

.     .          338.00 

0.  Long  4  C*.       .     . 

.     .            75-00 

Henrj  Haeki     .     .     . 

.     .          100.00 

A.  0.  CUncj  .     .     . 
TaUl  .... 

.     .          310.00 

.     .     W.SJS.OO 

On*  Intr;  In  Qeneral  Ledger 


Acconnte  BacelTible 


Chut  Ssowimb  AaaamiNT  bitwebn  thi  SussifiLuir  Ledoeb  and  the  Genebal  Lnran 
Rgure  2.    In  the  aubaldiar}'  ledger  there  is  an  account  for  each  customer,  while  in  the 
general  ledger  we  have  one  account  for  all  accounts  receivable,  to  which  is  debited  aa 
1  equal  to  ALL  the  debit  balances  <rf  the  subsidiary  ledger. 


».  Pi^iUglc 


Um  irf  Subsidiary  Ledgers  Affects  Fonn  of  Joninab.  Now  that  m 
have  explained  the  customers*  ledger,  we  must  know  how  to  record  busi- 
ness tr^sactions  so  that  they  will  not  only  be  brought  into  the  general 
ledger  but  also  into  the  subsidiary  ledgers.  To  understand  this  fntty  we 
sh^  trace  certain  transactions  &om  the  various  boolm  of  original  entiy 
into  the  general  and  the  subsidiary  ledgers. 

We  can  assume  for  purposes  of  illustration  that  during  the  first  wed 
in  July  we  have  the  following  transactions  with  customers. 

TRANSACTIONS  WITH  CUSTOMERS  WHO  BUY  ON  ACCOUNT 

July  1.    Sold  mercbsndiw  on  account  to  Oicar  Green TUtfiW 

Received  cash  from  L.  H.  Brown  to  apply  on  account...... 500.00 

Received  cash  from  Henry  Weeks  to  apply  on  account lOOJXI 

2.     Sold  merchandise  on  account  to  L.  J.  Getz.. 97SMI 

Sold  merchandise  on  account  to  Public  Market  Co. 85J)0 

Received  caili  &om  Public  Market  Company  to  apply  on  ac- 
count   SDOJJO 

S.    Sold  Merchandise  on  account  to  KniKht  C.  Coffee. 260.00 

Sold  merchandise  on  account  to  Wilbur  Lutes. 800.00 

Sold  merchandise  on  account  to  Oscar  Green.. 265JX> 

Sold  merchandise  on  account  to  Alra  Wheeler. —  141.21 

Received  cash  from  B.  L.  Crowe  to  apply  on  account 48GJ>0 


Received  cash  from  Oacar  Green  to  apply  on  account 

Received  cash  from  A.  G.  Clancy  to  apply  on  account... 
Sold  merchandise  on  account  to  Isaac  Tabor. . 


..  600.00 
..  ilOJOO 
.420.16 


When  these  transactions  are  entered  in  the  books  of  original  entry,  all 
sales  on  account  are  entered  in  the  sales  journal,  as  shown  in  Figure  3, 
and  all  cash  received  from  customers  to  apply  on  their  accounts  is  entered 
on  the  left-hand  side  of  the  cash  journal,  as  shown  in  Figure  4. 


SALES  JOURNAL 

tklti 

Data 

L.K. 

ACGOnNT  DBfilTBD 

ADDRESS 

lEWS 

lo. 

CREDIT 

mi 

JolT 

1 

Oscar  Grten 

lOS  E.  Slat  St.,  Chicago.  111. 

11/30 

3 

L.  J.  Gats 

30  Hent«rth  Ata.,  K aw  York 

n/30 

•23 

97! 

HI 

i 

Public  Harkst  Co. 

3733  4tb  81.,  Cbicago 

n/80 

H 

Ri 

W 

Inigtt  C.  Coffea 

413  Indiini  St.,  Boaton,  Haai. 

n/lO 

3t 

3ft( 

Uilbur  Lulaa 

IS  CoUaga  3t.,  Indianapolia,  Ind. 

n/3U 

30( 

n 

Oacar  Graan 

lOS  Kortb  St.,  Cbicago 

n/30 

Air*  Hhaalar 

3714¥aaMngtDn  Av...  Chicago,  111. 

n/30 

14] 

11 

Itiac  Tabor 

937  LiDColD  St..  Chicago,  111. 

n/30 

43( 

15 

iltarl  Orr  k  Son 

53  Baalioa  St.,  St.  Paul,  Minn. 

n/3« 

H( 

Total  Salaa  on 
Account 

(Dr.  Accounts  Rec,  Cr.  Silai) 

s.esi 

IS 

The  Saueb  Joubmal 
Figure  3.    Thia  Sales  Journal  eontaina  all  sales  to  customers  on  aeeonnt  &om  July  1 
to  July  7.    The  cash  received  from  enstomera  is  entered  in  the  Caah  Boak,  FisoM  ^ 
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CASH  JOURNAL   (Beceipts  Side) 


iElimL 

CUSTOHJRS 

D*U 

l.t. 

UHI  OP  Accoon 

CREDITED 

nPUIATIOlI 

LIDOBB 

CHBDITS 

LIDGBS 
CRIDIIS 

TOTAL 

mi 

JolT 

1 
1 

, 

1 

G 

i 

1 

7 

BtUnc* 
L.  H.  Brown 
l«nrr  «««ks 

Pablic  Hirkal  Co. 

3(1<> 

B.  I.  Crm 

Pnrchtat  Ba tarns 

Oicar  Craan 
Iotas  Ptjabla 

A.  C.  GUnci 
0.  Long  and  Co, 

Corraney  to  applj  on  tc. 

For  d«j 

Cnrrancj  on  Account 

Rabat*  froB  Huriock  Co. 

forSpoilad  Goods 
To  Appl7  on  ABcoanl 
Borroved  of  Plrat  latlonal 

Bank,  3D  days 
To  Apply  on  Account 

38 
10 
GOO 

to 

IG 
DO 

soo 

100 

soc 

48G 

GOO 

310 
TG 

DO 
00 
00 

00 

00 

DO 
Ml 

3,UB 

20 

7 

Salaa 

Cradit  Account 
Dab It  Ctsb  Ace 

for  dar 

113 

35 

2,833 

BO 

es3 

BO 

3.170 

90 

oaitt"Taul  ReeeiTad  In  Janoi 

B.9«8 

BO 

The  Cash  Journal  (Ricdftb  Snn) 

Hsiire  4.   Yon  will  note  that  all  cash  received  from  costomers  is  lecorded  in  a  special 

column  to  that  at  the  end  of  the  period  the  total  can  be  posted  as  a  credit  to  the  «e- 

coonts  receivable  account.    All  other  cash  receipts  which  are  entered  in  the  genenl 

ledger  credits  colnnu  are  posted  separately  to  the  general  ledger. 

Postings  Blade  from  Sales  Journal  and  Cash  JonrnaL  The  posting 
from  the  sales  journal  to  the  general  ledger  and  to  the  subsidiary  ledger 
can  be  sonunarized  thos: 


1.    To  the  general  ledger 

Debit  Accounts  Receivable 

Credit   Sales. 


To  the  subsidiary  ledger  (Accounts  Receivable) 
Debit  (to  each  customers'  Account  separately) 

Oscar  Green  

L.  J.  Get*. 


...42,661.86 

92,661.» 


Public  Market  Co.  . 
Kni^t  Co.  Coffee^.. 
Wilbur  Lutes 


,.  976.00 
..  85.00 
.  250.00 


.  14L21 
,  420.16 


Albert  Orr  &  Soil... 


^p»«K»gle 


rhe  postingB  frran  the  cash  book  (receipts  side)  to  the  general  ledgw 
and  to  the  sul»idiary  ledger  are  made  aa  follows: 

j  1.    To  the  K«&sri]  Isdier 


$2470.00 

Giedft  to  Eodi  Account  Sepantetr: 

fialOB 

29.10 

Notes   Payable 

Sales   ' __ 

500.00 

To  the  Bubsidfary  ledger  (Aocoonta  Reedvable) 

Credit  (to  each  customer'a  account  separately) 

Henry  Weeks 

0.  Ling  A  do 

75.00 

Genraal  Roles  for  Postings  from  Sales  and  Cash  Journals 

1.  liYom  the  sales  journal  post  the  total  as  a  debit  to  the  Accoonti 
Receivable  Account  and  the  credit  to  the  Sales  Account.  In  addition,  post 
each  item  separately  as  a  debit  to  the  personal  accounts  of  the  subsidiary 
ledger.   The  exact  procedure  is  shown  in  Figure  6. 

By  posting  one  total  debit  to  Accounts  Receivable  Account  and  numerous 
debits  to  the  individual  customers'  accounts,  we  may  seem  to  be  violating 
the  double  entry  principle  that  every  debit  should  have  a  corresponding 
credit.  This  is  not  the  case  however.  The  customers'  accounts  constitute 
a  subsidiary  ledger,  and  are  therefore  not  incorporated  in  the  trial  balance. 
What  appears  to  be  two  debits  with  but  one  credit  is  in  reality  one  debit 
and  one  credit  to  the  general  ledger,  and  one  duplicated  record  in  the 
subsidiary  ledger. 

2.  Prom  the  cash  journal  (receipts  side)  post  the  total  cash  received 
as  a  debit  to  the  Cash  Account.  Post  the  total  cash  received  from  customers 
aa  a  credit  to  the  Accounts  Receivable  Account.  Post  each  of  the  items  in  the 
general  ledger  credits  column  as  a  credit  to  the  proper  account  in  the 
general  ledger.  In  addition,  post  each  item  in  the  "Customers'  Ledger 
Credits"  column  as  a  credit  to  the  personal  accounts  of  customers  in  the 
subsidiary  ledger,    figure  6  is  a  graphic  reproduction  of  the  procedure. 

(Continued  on  Page  9) 
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Ledger  Aecoonts  After  Poetiiigs  Bare  Been  Hade.    When  the  sales 

journal  and  cash  journal  have  been  posted  to  the  ledger  accounts,  as  in- 
dicated, the  accounts  will  appear  as  shown  in  Figure  7  (general  ledger 
accounts)  and  in  Figure  8  (customers'  ledger  accounts). 

GENERAL  LEDGER  ACCOUNTS 


Mil 

ITBB 

Pol. 

/ 

DniTS 

DATS 

ITEH3 

M. 

i 

CBBDII3 

1»31 

Job*    so 
Julj     7 

Bilanct 

ToUl  cub  miiTid 

C 

8,148  30 

3,833  60 

1 

lAll 
JulT 

4 
7 
7 

Cl8b 

Ctih 

Total  on  icconnt 

C 
C 
8 

39 

113 

3,661 

10 
SS 
IB 

AocooNTS  Rkdvabu 


Nona  Patabu 


170  90 
l.tlS 


i  Borrovad  rroo  Bank  I    C 


PuscaABB  Retukmb 


1B91 
July 

e 

B«bit«  fn»  MardoGk 
(  Co. 

C 

10 

IS 

OnrBbUi  LaoB  Aooouim 
Figan  7.    C3nA  up  each  of  these  postin^a.    The  amonnts  gives  in  these 
Kt'ti"tiw  E^ireMDt  the  balaiicea  u  the^  appeared  en  June  80, 192 
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CUSTOMEBS'  LEDGER  ACCOUNTS 
B.  L.  Camn 


DITI 

ITEH3 

Fol. 

* 

DBBIT3 

DATE 

una 

m. 

i 

CKDIT8 

1991 

.... 

BiliDce 

1931 
Ui  DC  Jalr     6 

Giab 

c 

4SBM 

t 

llftll  I  I 

JoD*  30  Biline* 
|Jnlr  I  3|  Hdsa.  Site 


Pmuo  Muxn  Co. 


8   I   I    B6|oaf 


J2il     j 
rnir    3  ctik 


"tI 


TPSTT— j 


t\ 


mr 

iWl 

n 

Jnno 

Sf 

Bi lance 

m. 

K 

lulT 

e 

Ink 

C 

50(001 

Jolr 

1 
6 

Kdie.  Sile 
Ma*.  Sale 

8 

3BG 

IK. 

DO 

Wh.  U.  Mcbut 


0.  LOHO  A  CufFAVT 

re  ooljuir    7  cn 

nH    I  I 


rrv' 

» jso  I 


I     |1S31  I       I 

100 poliair    I  I 


AMtgnmant  9,  Fa|B  U 
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Dill 

IIU8 

Pol. 

t 

DBBIT8 

DATB 

IIMS 

Pol. 

* 

CBDITS 

IfSl  1 
JnlT     a 

Uh.  Sile 

3 

87sL 

1931 

1 

Kmioht  C.  Corns 

Jalr     G   Us*.  Sils 

8 

WnaTFB  Lotm 

Jnly     E   Mm.  8i1« 

8 

Alta  Whkus 

' 

Jalr     B  Ub*.  Stl« 

8 

HI  21 
Isaac  Tabob 

J«ly     B 

Ut«.  Stle 

3 

430  IG 

IBIl 

AldbtOuA  Son 

Julj     7 

Hdii.  Stla 

= 

+ 

Custom  EB8'  Lemir  Aoooumtb 

Fipin  8.    These  Bccomita  show  the  balances  as  taken  over  from  Figure  2  and  the 

amounts  posted  from  the  sales  journal  of  Figrure  8  and  the  cash  joiiTnal  of  Figure  4. 

Notice  that  four  of  the  accounts  are  closed  and  double  ruled,  since  the  customers  luve 

paid  their  accounts. 

Aeeonnts  I^ts^able  Ledger.  What  has  beea  said  coQceming:  the  develop- 
ment of  a  special  ledger  for  customers  is  equally  applicable  to  the  develop- 
ment of  a  special  ledger  for  creditors. 

The  creditors'  accounts  are  removed  from  the  general  ledger  in  the 
same  way  as  the  customers'  accounts,  namely,  by  journal  entry.  A  journal 
entry  is  made  closing  each  of  the  creditors'  accounts  and  setting  up  a 
representative  account  in  the  ledger  to  take  its  place,  namely,  Accounts 
I^yable  Account.  To  illustrate,  let  us  assume  that  our  general  ledger 
contains  the  following  creditors'  accounts: 

Northern  MilUng   Company. flOO.OO 

HcKende  Produce  Company -_ _  163.26 

Grocery  Supply  Company^ -_ _  274^ 

Swift  A  Company SIOJT 
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The  following;  journal  entry  will  close  the  personal  acconnts  of  creditturs 
in  the  general  ledsrer: 

Jtme  80,  1921,  Debit    Northern  Hilling  Ccmpanjr. 4100.00 

HcKenzie  Prodoce  Company 16S26 

Grocery  Supply  Company „ 274.62 

Swift  k  Company 810.17 

Credit  Accounts  Payable. fS4&M 

After  this  journal  entry  has  been  posted,  the  old  personal  accounts  of 
the  creditors  in  the  general  ledger  will  stand  closed  (double  ruled)  and 
the  new  representative  or  sununary  account  will  appear,  with  the  total 
(848.04  on  the  credit  side. 

New  creditors'  accounts  should  then  be  provided  in  the  subsidiary 
creditors*  ledger.  Each  account  will  be  credited  with  the  balance  ^pear- 
ins  in  the  list  above.  The  sum  of  these  credit  balances  in  the  subsidiary 
ledger  will  agree  with  the  total  appearing  in  the  representative  account, 
accounts  payable,  in  the  generid  l^ger. 

How  to  Record  Transactions  with  Creditors.  After  all  the  creditors' 
accounts  have  been  removed  from  the  general  ledger  to  the  creditors' 
ledger,  and  a  summary  account,  Accounts  Payable  or  Purchase  Ledger 
Account,  has  been  set  up  in  the  general  ledger  to  represent  them,  the 
transactions  with  creditors  are  recorded  in  a  way  similar  to  the  trans- 
actions with  customers.  The  books  of  original  entry,  in  which  transactions 
with  creditors  are  recorded,  are  the  purchase  journal  and  the  cash  journal 
(disbursements  side).  Alt  purchases  on  account  are  entered  in  the  pur- 
chase journal,  and  all  cash  paid  out  to  creditors  is  recorded  in  the  cash 
journal  on  the  disbursement  side. 

Assume  that,  during  the  first  week  of  July,  1921,  we  have  the  following 
transactions  with  creditors. 

TRANSACTIONS  WITH  CREDITORS 
July  1, 1921.  Bought  merchandise  from  Grocery  Supply  Co.;  Terms,  n/3041,250.00 

5,  Paid  cash  to  Swift  A  Company  to  apply  on  account 200.00 

6,  Bought  merchandise  from  Alpha  Grocery  Co.;  Terms,  n/30     780.75 
6,            Paid  cash  to  Northern  Hilling  Company  In  full  of  account     100.00 

6,  Paid  cash  to  McKende  Produce  Company 150.00 

7,  Bought  merchandise  from  Swift  &  Co.;   Terms,  2/10'n/30-     910.00 

7,  Bought  from  Grocery  Supply  Co.;  Terms,  n/80 406.16 

7,  Paid  cash  to  Grocery  Supply  Company,  to  apply  on  account  l,000v00 

This  list  contains  two  kinds  of  transactions  with  creditors,  purchases 
on  account  and  cash  payments  to  creditors.  The  purchases  are  entered  in 
the  purchase  book  of  Figure  9  and  the  cash  payments  are  entered  in  tiie 
cash  journal  of  Figure  11. 

Purchase  Journal.  With  the  purchases  on  account  properly  entered, 
the  purchase  journal  will  appear  as  shown  in  Figure  9. 
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ina  with  creditors  involve  purchases,  and  would  therefi^e  be 
entered  In  a  porebase  joomal. 

Postings  are  made  from  the  purchase  joarnals  as  indicated  by  tiie  dia- 
gram in  Fissure  10.  - 
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Chabt  Sbowinq  PosTiNa  or  Pumma*  JoonriL 
Figure  10.    The  total  of  the  purchase  Journal  is  posted  to  the  general  ledger  at  the  end 
of  the  period  as  a  debit  to  the  purchases  account,  and  a  credit  to  accounts  payable 
In  addition,  each  item  is  posted  as  a  credit  to  the  proper  account  in  the  cred- 
itor's ledger. 
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The  Caah  Jonma]  ([THsbmenaits  ^e).  Figure  11  indicates  how  an 
cash  paid  to  erediton  ia  recorded  in  the  cash  joomal  on  the  disbnrsementa 
Bide: 
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Thk  Cash  Joubnal  (DisBUBSiiuHTe  Baa) 
Figure  11.  All  caah  payments  to  creditors  arc  Teeorded  together  in  a  special  colmnn, 
headed  "Creditors'  Ledger  Debits,"  in  order  that  at  the  end  of  the  period  the  total  can 
be  posted  as  shown  in  Figure  12.  All  payments  for  other  purposes,  as  for  a  cash  pur- 
chase, rest,  etc^  are  kept  in  a  separate  column,  bo  that  they  can  be  posted  as  separate 
itons. 

Postioff  of  Cash  Book.   A  study  of  the  diagram  shown  in  Figure  12  will 
show  exactly  how  the  posting  of  the  cash  book  is  done. 
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Chabt  Showino  PoexiNO  or  Cash  Joubnai. 
Figure  12.    Each  Item  in  the  creditors'  ledger  debits  column  is  posted  as  a  debit  to  the 

S roper  creditors'  account  in  the  subsidiary  ledger,  and  each  item  in  the  general  ledgsr 
ebits  column  is  posted  as  a  debit  to  the  proper  account  in  the  general  ledger,  Tbe 
total  amount  of  cash  paid  to  creditors,  SI,4£0.00,  is  posted  as  a  debit  to  the  acconnta 
payable  account,  and  the  total  amount  of  cash  paid  out,  both  to  creditors  and  for  other 
purposes,  is  posted  as  a  credit  to  the  cash  account. 
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Ledger  Accounts  After  PoBtingB.  When  the  purchase  journal  and  cash 
joomal  have  been  posted,  the  ffeneral  ledger  accounts  will  appear  as  shown 
in  Figure  18. 
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ptwtings  from  the  purchaBe  Journal  and  Uie  ca^  journal  dUbureementa  side.    For  this 

nuon  tbeM  accounts  are  not  presented  here;  neither  are  the  accounts  is  the  ras- 

tomers'  ledger  shown. 

Figure  14  shows  how  the  creditors'  accounts,  in  the  creditors'  ledger 
win  appear. 
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Figure  14.  These  creditors'  accounts  n 
from  the  purchase  journal  and  the  <  ... 

notice  that  the  account  for  the  Northern  Milling^  Company  is  balanced  and  ruled,  sinea 
Uieir  account  la  paid  ia  full.    The  amounts  shown  as  balances  on  June  SO,  were  brought 
into  the  accounts  when  the  subsidiary  ledger  was  set  up,  as  on  page  12. 

Miscellaneous  Transactions  Entered  in  General  JoumaL  We  may  have 
some  transactions  with  customers  and  creditors,  which,  becaose  of  their 
nature,  would  not  be  entered  in  the  sales  journal,  purchase  journal,  or  cash 
journal.  Such  transactions  are  therefore  entered  in  the  general  joumaL 
Suppose,  for  example,  that  Wm.  U.  Mobley,  one  of  our  customers,  gives  na 
on  July  8  a  note  for  $200.00  to  apply  on  his  account.  This  transaction 
would  be  entered  in  the  general  journal  thus: 


July  8.    Notes  Secelvable... 


-1200.00 


Accoanti  Receivable. !_- 4200.00 

Iteceived  Wm.  U.  Hobley's  80  day  note  to  apply  on  account. 

When  this  entry  is  posted  care  must  be  taken  to  post  the  credit  item 
twice,  once  to  the  credit  side  of  the  summary  account.  Accounts  Receivable, 
in  the  general  ledger,  and  also  to  the  credit  side  of  his  personal  account  in 
the  customers'  ledger. 
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For  further  illustration,  assume  that  we  return  some  merchandise  that 
was  of  inferior  quality  to  the  Grocery  Supply  Company,  and  they  allow  as 
125.00  credit.  This  transaction  involves  a  purchase  allowance,  and  will  be 
entered  in  the  general  journal  thus: 

Joly  9.    AceouBta  Payable .|26.00 

Purchase   AllowanceB $26.00 

Credit  received  for  inferior  goods. 

When  this  entry  is  posted  the  debit  item  must  be  posted  to  the  general 
ledger  and  also  to  the  subsidiary  ledger,  while  one  credit  is  made  to  the 
Purchase  Allowances  Account  in  the  general  ledger. 

How  Three  Ledgers  Are  Rdated.  Now  instead  of  having  only  one  ledger, 
we  have  three  separate  ledgers,  namely,  the  general  ledger,  customers' 
ledger,  and  creditors'  ledger.  The  general  ledger  is  complete  in  itself.  It 
contains  all  the  general  or  impersonal  accounts  that  make  up  the  trial 
balance.  Two  of  these  accounts,  Accounts  Receivable  and  Accounts  Payable, 
are  summary  or  representative  accounts.  In  other  words,  these  two 
accounts  represent  or  summarize  in  detail  the  personal  accounts  of 
customers  and  creditors  which  have  been  taken  out  of  the  general  ledger 
and  set  up  in  the  two  subsidiary  ledgers. 

The  subsidiary  ledger,  accounts  receivable  ledger,  is  a  detail  record  of 
all  customers*  accounts.  It  is  not  an  essential  part  of  the  general  ledger. 
-It  is  merely  statistical.  It  gives  the  facts  supporting  the  total  in  the 
Accounts  Receivable  Account  of  the  general  ledger.  When  the  trial  balance 
of  the  general  ledger  is  taken  the  detailed  customers'  accounts  in  the 
accounts  receivable  ledger  are  not  included,  since  they  are  represented  in 
the  general  ledger  by  the  total  in  the  Accounts  Receivable  Account.  This 
account  is  the  connecting  link  between  the  accounts  receivable  ledger 
and  the  general  ledger,  because  the  total  in  the  Accounts  Receivable  Ac- 
count must  agree  with  the  sum  of  the  balances  in  the  customers'  accounts 
in  the  subsidiary  accounts  receivable  ledger. 

The  accounts  payable  ledger  stands  in  a  similar  subsidiary  position  to 
the  general  ledger.  The  balance  of  the  Accounts  Payable  Account  will 
agree  with  the  sum  of  the  balances  of  the  creditors'  accounts  in  the  sub- 
udiary  ledger.  Likewise  the  creditors'  accounts  in  the  subsidiary  ledger 
are  not  included  in  the  trial  balance  of  the  general  ledger.  They  are  rep- 
resented by  the  total  in  the  Accounts  Payable  of  the  genera!  ledger. 

The  general  ledger  furnishes  all  information  for  the  trial  balance,  and 
consequently  the  accounts  shown  on  the  financial  statements  are  all  con- 
tained in  the  general  ledger.  Therefore,  the  accounts  shown  in  the  sub- 
sidiary ledgers  appear  in  detail  neither  in  the  general  ledger  trial  balance 
nor  on  the  financial  statements ;  they  simply  represent  a  detailed  analysis 
of  such  summary  accounts  as  Accounts  Receivable  and  Accounts  Fay^Ie. 
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The  relation  of  the  three  ledgen  to  the  books  of  original  entry  is 
riiown  in  the  diagram  of  Figure  16. 
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Chabt  Sbowing  Relatidn  or  Fovb  Books  or  Obkdnal  Entrt  to  tsi  Thbk  I^dobm 

Flgare  IS.  The  first  line  of  this  chart  is  broken  up  into  four  parts,  r«pr«sentlng  tte 
four  books  of  original  entry.  Host  of  tiie  transactions  of  a  buainess  are  entered  in 
these  books.    Below  these  four  books  you  note  the  ^neral  ledger  and  the  two  subsidiary 


Journal,  sales  journal,  and  purchase  journal,  as  Indicated  by  the  arrows  marked  **T"; 

ail  the  other  arrows  marked  "S"  represent  l^e  posting  of  detailed  items.    You  can  use 

this  chart  to  advantage  in  reviewing  the  important  principles  of  sasignment  9. 

Meaning  of  the  Term  "Controlling  Accoants."  The  snmmary  acconnts 
— Accounts  Receivable  and  Accounts  Payable — often  referred  to  as  salei 
ledger  accounts  and  purchase  ledger  accounts — which  are  set  up  in  the 
general  ledger  to  represent  the  personal  accounts,  are  designated  in  ac- 
counting by  the  term  "controlling  accounts,"  and  they  will  be  ao  referred 
to  in  the  subsequent  assignments  of  your  course. 

Such  accounts  are  called  controlling  accounts  because  of  the  independent 
check,  or  proof,  they  give  of  the  correctness  of  the  subsidiary  ledgers. 
The  balance  of  the  Accounts  Receivable  Account,  for  example,  should  be,  at 
the  end  of  any  accounting  period,  exactly  the  same  amount  as  the  total  of 
the  balances  in  the  customers'  ledger. 

Porpose  of  Controlling  Accounts.  Controlling  accounts  are  a  means  of 
localizing  errors,  because  they  represent  in  every  case  a  total  which  can 
be  proved  by  other  records.  If  a  controlling  account  "proves,"  then  we 
do  not  need  to  check  further  the  accounts  in  that  subsidiary  ledger.  The 
search  for  errors  is  thus  hmited  to  that  portion  of  the  accounting  record 
for  which  there  is  no  sectional  test.  This  means  a  tremendous  saving  of 
time  when  a  business  has  hundreds  of  accounts  with  customers  and 
numerous  accounts  with  creditors. 

This  so-called  "internal  check"  is  one  of  the  best  means  of  detecting 
errors.    This  system  simply  involves  the  checking  of  one  person's  work 
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againrt  the  work  of  another  parson,  which  is  made  possible  by  the  use  of 
eontrollinsr  accounts.  If  A,  a  ledger  clerk,  takes  care  of  our  customers' 
ledger,  posting  the  detail  items  from  the  various  books  of  original  entry 
to  the  customers'  personal  accounts,  and  nothing  else,  his  work  can  be 
checked  with  that  of  B,  who  takes  care  of  the  general  ledger,  and  conse- 
quently makes  the  posting  to  the  controlling  accounts.  Should  either  A  or 
B  make  an  error  in  connection  with  the  entries  made  in  the  controlling 
account  and  customers'  ledger  accounts,  the  debit  balance  in  the  controlling 
account  would  not  agree  with  the  sum  of  the  balances  of  all  customers' 
accounts  in  the  customers*  ledger.  The  error  usually  Is  found  to  have 
been  made  by  the  clerk  who  posts  the  detailed  items.  In  this  way  his 
work  is  said  to  be  controlled  by  the  summary,  or  "controlling"  account, 
hence  its  name. 

Advantt^ea  of  Controllliig  Accounts  Summarized.  The  advantages  of 
controlling  accounts  may  then  be  summed  up  as  follows: 

1.  Conlsnlling  accounts  are  a  great  aid  in  finding  errors  in  a  trial 
balance. 

2.  They  reduce  the  work  of  preparing  a  trial  balance  by  shortening 
the  list  of  accounts. 

8.  If  the  general  ledger  is  in  balance,  financial  statements  can  be 
prepared  without  reference  to  the  personal  accounts. 

4.  Customers'  statements  of  .accounts  can  be  made  out  and  sent  to 
customers  even  when  the  general  ledger  la  out  of  balance,  pro- 
vided the  controlling  account.  Accounts  Receivable,  total  agrees 
with  the  sum  of  the  customers'  balances. 

6.  Controlling  Accounts  make  possible  a  greater  division  of  labor. 
One  clerk  may  be  placed  in  charge  of  the  general  ledger,  another 
in  charge  of  the  customers'  ledger,  and  a  third  in  charge  of  the 
creditors'  ledger.  Thus  time  can  be  saved  and  a  greater  amount 
of  accuracy  secured. 

5.  The  work  of  subordinates  is  more  accurate  and  conscientious, 
since  they  know  it  must  agree  with  the  "control"  figure. 

Use  of  Other  Controlling  Acconnts.  In  the  illustrative  work  of  this 
assi£^unent  only  two  controlling  accounts  have  been  mentioned.  Accounts 
Receivable  and  Accounts  Payable. 

When,  however,  the  volume  and  the  nature  of  the  business  demand  it, 
other  controlling  acconnts  may  be  used.  For  example,  yon  might  have  a 
Raw  Materials  Account  for  various  kinds  of  materials  purchased  and  used 
in  the  factory.  Notes  Receivable  Account  for  numerous  notes  received  from 
customers,  and  Notes  Payable  Account  for  the  many  notes  given  to 
creditors.  The  Capital  Stodt  Account  of  a  corporation  controls  a  stock 
ledger  which  contains  an  account  for  each  of  the  holders  of  capital  stock. 
A  controlling  account  may  also  be  set  up  for  investments  whenever  a  con- 
cern trades  heavily  in  investments. 

More  will  be  said  concerning  these  special  controlling  accounts  in  subse- 
quent assignments. 
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THE  ESSENTIAL  POINTS  IN  THIS  ASSIGNMENT 
The  one  big  outstanding  principle  of  this  assignment  is  the  subdivision 
of  the  general  ledger  and  the  ose  of  subsidiary  ledgers  for  purposes  of 
more  accurate  control. 

Customers'  accounts  are  taken  out  of  the  general  ledger  and  set  up  in 
a  separate  ledger.  Creditors'  accounts  also  are  set  apart  in  another  sub- 
sidiary ledger. 

Both  of  these  subsidiary  ledgers  are  controlled  by  representative  or 
controlling  accounts  in  the  general  ledger.  This  means  not  only  that  the 
totals  of  the  controlling  accounts  must  agree  with  the  sum  of  the  accounts 
in  the  subsidiary  ledger,  but  also  that  an  accurate  control  or  check-up  is 
possible  on  the  various  persons  who  are  in  charge  of  the  different  ledgers. 
Errors  can  be  more  easily  detected.  The  accounting  system  is  thus  made 
more  accurate,  which  is  especially  desirable  in  lar^  business  organizs' 
tions  where  much  of  the  recording  must  be  done  by  persons  with  a  rather 
limited  accounting  knowledge. 

You  will  find  this  principle  of  subdividing  the  ledger  is  very  extensively 
applied  in  accounting  practice.  If  you  understand  the  principle  you  will 
have  no  difficulty  in  analyzing  some  systems  that  would  otherwise  seem 
complicated  and  full  of  details. 

In  the  problems  that  follow,  you  are  asked  to  apply  the  prineiide  of 
controlling  accounts  to  situations  taken  from  the  ficud  of  actual  business 
practice.    Send  in  solutions  for  all  these  problems. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  9 
The  King  Mannfacturing  Company  uses  controlliDg  accounts  and  snb- 
ridiary  ledgers  for  customers  and  creditors.   On  J^y  2, 1921,  it  makes 
a  sale  of  $616.75  to  the  Adams  Supply  Company,  terms  2/10  n/80. 

(a)  How  is  this  sale  recorded  on  the  books  of  original  entry  by 
the  King  ManQfactaring  Company?  How  is  the  item  posted? 

(b)  On  July  18  the  Adams  Supply  Company  receives  a  credit 
memo,  irtiich  allows  them  credit  for  $76.00,  on  account  of 
defective  goods.  How  is  this  transaction  entered  on  the 
books  of  the  King  Manufacturing  Compimy? 

(c)  On  August  27  the  Adams  Supply  Company  pays  the  balance 
of  this  bill.  What  entry  will  the  King  Manufacturing  Com- 
pany make  on  its  books? 

The  following  accounts  have  been  taken  at  random  from  the  trial 
balance  of  the  Carroll  Manufacturing  Comiiany.  You  should  under- 
stand that  this  is  only  a  partial  list.  After  examining  these  accounts 
you  are  asked  to  do  three  things: 

(a)  State  which  of  the  accounts  listed  could  be  controlled  by  the 
controlling  account,  "Accounts  Receivable."  What  is  the 
balance  that  will  appear  in  this  controlling  account? 

(b)  State  which  of  the  accounts  could  be  controlled  by  the  con- 
trolling account,  "Accounts  Payable."  What  is  the  balance 
that  would  appear  in  the  controlling  account? 

(c)  What  other  accounts  in  this  list  may  be  used  as  controlling 
accounts? 


Accounts 
H,  I,  Weaver 

Debit         Credit 
t     600.00 

Raw  matei^  on  Hand  Dec.  Si,  1920.... 
Raw  materials  Purchased  during  year.... 

8,750.00 
40,200.00 

Sellinft  Expenses 

5,000.00 

LiTUi^^!..::::::::::::::::::::;:::::::::::::::: 

Notes  Receiyable 

Notes  Payable - 

Cost  of  Goods  Sold 

2,500.00 

1,000.00 
75,000.00 

A.  B   Lewis                               ~ 

1,000.00 

800.00 

1W0.00 

Enter  the  following  transactions  in  the  cash  journal,  sales  journal, 
purchase  journal,  and  general  journal.  Use  the  general  journal  only 
for  those  transactions  that  cannot  be  entered  in  the  speiual  journals. 
Foot  and  rule  the  various  books  of  original  entry  except  the  journal. 
Post  the  details  to  the  subsidiary  ledgers,  customers'  ledger  and 
creditors'  ledger.  Post  the  totals  and  the  sundry  items  to  the  general 
ledger.  After  you  have  posted  all  of  the  items  in  the  general  and  sub- 
sidiary ledgers  prepare  a  trial  balance  of  the  general  ledger  and  make 
a  list  of  the  balances  in  each  of  the  subsidiary  ledgers;  prove  the  net 
balance  of  the  subsidiary  ledgers  against  the  respective  controlling 
accounts. 
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TRANSACTIONS 


4  F.  B.  JamiMH)  rctorned  ^7.00  vortJi  of  goods  aiul  paid  %100M  on 
•ecoont.    Hr.  Stone  paid  oat  $200.00  tar  month'a  rwit  of  store  bnlldinc. 

6  Paid  clariEB'  saUrtes,  1240.00.  Received  $160.00  on  Mconnt  from  JaniM 
Ajrton  and  IIOOJW  tnm  Angis  HcLean. 

8  Retomed  (98.00  worth  of  merehandiM  to  James  Cobb  as  unsatisfactorr. 
Gave  onr  note  to  HcKinney  Brothera  for  $£00.00  and  easfa  for  the  bal- 
ance of  the  bill  of  June  8. 

10  Received  from  James  Axton,  $60.00  cash. 

11  Received  a  promissory  note  from  Angis  UcLean  on  account,  $200.00. 
Paid  James  Cobb  on  accoont,  $660.19. 

15  Gave  note'to  Lane  A  Company  for  $200.00,  to  apply  on  account  Col- 
lected $60.00  from  James  Axton  to  apply  on  account. 

16  BtoTowed  from  First  National  Bank,  $2,000.00  on  our  note. 
IS    Bought  an  office  desk,  $74J)0  cash. 

17  Collected  $200.00  from  P.  R.  Jamison. 

22    Paid  our  note  at  the  bank.     (Disregard  interest  cost) 


80    Cash  sales  for  month,  $400.00. 

80    The  inventory  of  merchandise  amounted  to  $21,076.64. 

Send  in  to  the  University  the  following: 

(a)  Cash  journal,  sales  journal,  purchase  journal,  general  joumaL 
<b)  Ledger  accounts  with  items  posted  from  books  of  original  entry. 
(c)  Trial  balance  before  closing. 

It  is  not  necessary  to  prepare  and  send  in  the  balance  sheet  and  the 
profit  and  loss  statement,  unless  you  so  desire.  These  two  statements  will 
be  included  in  the  practical  solution  which  will  be  sent  to  you  along  with 
your  written  work. 
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Elements  of  Accounting  Practice 


AasigDmeDt  10 
COLUMNIZATION 


TO  get  before  the  business  executive  the  exact  infoT' 
mation  necessary  to  run  a  business — to  buy  ahead, 
extend  credits,  take  on  additional  lines,  expand  brandies,  etc 
— means  that  the  business  &cts  that  accounting  must  gather 
and  present  should  be  accurately  recorded. 

The  balance  sheet,  the  profit  and  loss  statement,  or  the 
special  report  must  brir^  this  information  before  the  execu' 
tive  80  that  he  can  follow  his  business  with  unerring 
fingers  and  plan  and  %ure  ahead. 

E.  F.  Dahm 


LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  courae. 
In  bold  faced  type  are  the  lessons  you  now  have  on  hand.  F^ted  in  hght^ 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  reirulaiiy  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  tibem  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Pn^t  and  Low  Statement 

3.  The  General  Ledyer 

4.  Closing  the  Ledger 

5.  The  Joamal 

6.  Closing  the  Ledger  by  Jooraal  Enfay 

7.  Hie  Cash  Journal 

8.  Merchandise  Records — ^Tlie  Purchase  and  Sales  JoonialB 

9.  Subdivision  at  the  Ledger 

10.  Cohunnlzation 

11.  PsoHissoRY  Notes 

12.  Dkapts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papess 

15.  Finding,  Correcting,  and  Preventing  of  Ersors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissolution  Problems — Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21.  Corpokation  Accounting — Reorganizations — Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements — General  Review 


Copyright  1923 
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COLUMNEATION 

USE  OF  SPECIAL  COLUMNS  IN  BOOKS  OF  ORIGINAL  ENTRY 

Principle  of  Colanmizatioii.  Thus  far  in  our  course  we  have  used  the 
simplest  forms  for  the  various  books  of  oriffinal  entry.  The  journal  in  ■ 
Assignment  5,  the  cash  book  in  AssigTunent  7,  and  the  sales  and  purchase 
books  in  Assignment  8  were  presented  with  as  few  columns  as  possible. 
When  a  business  grows  large  enough,  these  sinwle  books  can  be  made  more 
useful  by  incr^sing  the  number  of  colmnns.  in  Assignment  9  we  applied 
for  the  first  time  what  may  be  called  the  "principle  of  colomnization," 
which  simply  means  the  use  of  additional  eolomns  in  which  like  items  are 
set  apart  and  summarized  so  that  totals  can  be  posted,  often  with  a  vain- 
able  saving  of  time. 

For  example,  in  the  cash  book  of  Assignment  9  two  special  columns 
were  added,  one  on  the  receipts  side  for  cash  received  from  customers,  and 
the  other  on  the  disbursements  side  for  cash  paid  to  creditors.  The  totals 
of  these  columns  were  then  posted  to  the  controlling  accounts. 

In  the  present  assignment,  therefore,  you  will  find  that  you  are  already 
somewhat  familiar  with  the  principle  and  the  advantages  of  adding  special 
columns  in  books  of  original  entiy.  Apply  this  same  principle  as  yon 
proceed  with  this  assignment.  You  will  thus  come  to  learn  more  easily 
and  quickly  how  the  pages  of  the  journal,  cash  book,  sales  book,  and  pur- 
chase book  can  be  ruled  so  as  to  provide  the  additional  columns  necessary 
to  efficiently  record  the  large  volume  of  detail  found  in  large  businesses. 

Designing  the  Simple  JoumaL  Accountants  are  frequently  called  upon 
to  design  record  forms  for  smaU  concerns,  where  usoally  only  one  book  of 
original  entry — the  joomat — is  used,  and  where  all  the  accounting  work 
is  done  by  one  person.  The  simple  journal  with  its  two  coIomns,  as  shown 
in  Figure  1,  woold  be  adequate  as  long  as  the  number  of  transactions  re- 
mains smalL 

When,  however,  this  number  grows  larger,  then  it  is  desirable  to  pro- 
vide additional  eolomns  in  the  journal,  so  that  the  one  bookkeeper  can 
accomplish  more  work  in  the  same  amount  of  time.  Figure  1  shows  the 
two  columns. 

How  Time  Can  Be  Saved.  The  most  logical  place  to  save  time  is  where 
the  transactions  are  first  recorded,  that  is,  in  the  journal.  In  other  words, 
provide  special  columns  so  that  hke  items  can  be  classified  and  grouped  at 
the  time  the  entries  are  made.  After  we  have  added  the  special  columns, 
we  have  a  "columnar  journal." 

The  Columnar  Joomal.  This  columnar  journal  does  not  in  any  way 
affect  the  twofold  entry  that  is  made  in  the  simple  journal.  You  still  have 
the  debit  and  credit  elements  for  each  transaction,  only  instead  of  placing 
all  the  debits  in  one  column  and  all  the  credits  in  another,  you  classify  the 
debits  in  several  columns,  and  the  credits  in  several  columns.  Each  trans- 
action as  you  see  in  Figure  2  is  analyzed  into  its  debit  and  credit  elements 
just  as  was  the  case  in  the  simple  journal. 

.do.  Cookie 


Date 

L.F. 

EjtPLANAnON 

Debits 

Crbdits 

1933 

Total  for  day 

176 

M 

176  00 

Purchtiai 
C*ab 
NerchtulUa  froa  k.  B.  C.  Co. 

SIB 

00 

316  M 

etut 

Kant  of  itora  fgr  Mnth 

63 

50 

63  M 

Ctih 
SaUi 
TaUl  for  lir 

317 

60 

817  EO 

John  CinichMl  iccoaoU  Bacsiviblo 
SalH 

Uflrchtndia*  on  iceowit 

SS 

00 

SOU 

Cash 
Silaa 
loul  for  daj 

135 

10 

13510 

Paid  Gaa  Bill 

13 

75 

13  76 

ID 

Parclitflea 
Ciah 
UarchiDdlaa  fnw  lalaon  Broa. 

300 

DO 

300  DO 

10 

Caab 
InUroat  larnad 
InUraat  on  HoUa  Racaivtbla 

16 

DO 

161)0 

riKure  i.  i.ou  simpw  journal  nas  one  cottunn  lor  oeoits  and  anotner  lor  credits,  wnen 
you  post  these  entries  to  the  ledger,  yon  will  have  to  make  two  postings,  dd>it  and 
credit,  for  each  transaction;  eighteen  postings  for  nine  transections.  Look  over  the 
explanation  column  and  you  will  note  tliat  caih  is  debited  four  times  and  credited  four 
times.  Sales  is  also  credited  four  times.  If  all  the  cash  debits  could  be  placed  to- 
gether in  one  column,  all  the  cash  credits  !n  another,  and  the  sales  credits  in  still  an- 
other, and  so  on,  then  these  separate  postings  could  be  avoided.  Instead,  totals  could 
be  posted  at  the  end  of  the  period,  and  much  time  could  be  saved  as  explained  in  the 
discussion. 

PostiiiK  Totals  from  Coltunnar  JonmaL  The  Porchases  Account  can 
now  be  debited  with  the  total  amount  of  purchases ;  the  Cash  Account  will 
receive  the  total  debits  and  the  total  credits  instead  of  several  detailed 
amounts;  and  the  Sales  Account  will  receive  the  total  amount  of  sales.  The 
amounts  in  the  general  ledger  columns  would  of  course  be  posted  in  the 
regular  way,  item  by  item,  to  the  general  ledger. 

When  PostingB  Are  Made.  The  totals  may  be  posted  daily  or  weekly, 
or  just  as  soon  as  a  page  is  filled  up  the  special  column  may  be  footed  and 
the  totals  posted,  instead  of  carrying  them  forward  to  a  new  page.  The 
"genn^  ledger"  columns  will  not  be  totaled  nor  carried  forward  to  a  new 
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page,  because  the  items  entered  in  these  columns  are  to  be  posted  to  several 
different  accounts,  and  the  total  will  not  represent  anything. 

Halticolamiiar  Journal.  In  some  small  businesses,  where  numerous 
transactions  of  a  similar  type  occur,  it  is  desirable  to  use  the  multicolumnar 
journal  reproduced  in  Fisrure  3.  which  contains  still  more  colunms  than 
f^smre  2,  but  in  a  slightly  different  arrangement.  The  number  of  columns, 
of  course,  will  depend  upon  the  number  of  types  of  transactions  which 
recur  &eqaently. 

COLUMNAR  JOURNAL 


Gbk- 

ERAL 
LOIGER 

Debits 


Gen- 
eral 
Led- 
ger 
Crei>- 

ITS 


Caah 

Mm.  frM  A.B.G.  Co. 

Heal 

Cish 
Bant  itDrs  for  BonUi 

Cash 
Silaa 
Total  for  day 


FoTcbaset 
Ctali 
Hdta.  froB  Hilaon  Bros 

Gtali 
Intarait  Barnod. 
Interoit  on  notat  r 


TlU  CoLUlf  NAB  JotlBNAI, 

Flgnre  2.  This  colmnnar  journal  contains  the  same  transactions  as  Figure  1.  The 
difference  is  that  we  have  used  additional  columns;  one  for  cash  debits,  another  for 
cash  credits,  one  for  porchases,  another  for  sales,  and  two  columns  for  miscellanooni 
itema,  one  for  the  debits,  another  for  the  credits.  These  columns  malce  it  possible  to 
•egregate  the  debits  and  credits  so  that  time  will  be  saved  in  posting  and  the  chances 
for  error  will  be  less. 
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Number  of  C<Aiiiiiiis  to  Use.   The  number  of  columns  depends  upon  the 

needs  of  your  particular  business.  This  general  principle  or  rule  should 
govern  the  choice  of  columns,  namely :  EJconomy  may  be  secured  by  the 
use  of  special  columns  ONLY  when  a  given  type  of  entry  is  repeated  sev- 
eral times  in  the  same  period.  Clearly,  the  columns  used  in  a  columnar 
journal  will  vary  with  different  businesses;  you  will,  therefore,  understand 
that  a  journal  as  illustrated  in  Fi^rure  3  by  no  means  fits  every  business. 
It  will  also  be  well  to  bear  in  mind  that  the  colunmar  journal  has  certain 
limitations. 

Iifanltatioiis  of  Hntticoiainnar  JoumaL  The  number  of  (!olumns  is  nat- 
urally limited  by  the  size  of  the  page.  There  are  in  use  columnar  journals 
with  pages  as  wide  as  18  inches.  The  page  however,  cannot  extend  in- 
definitely to  the  right  or  left,  nor  can  there  be  inserted  an  indefinite  num- 
ber of  short  pages.  Too  many  columns  would  mean  waste  of  space  and 
counteract  the  economy  of  total  posting.  The  more  columns  you  have  the 
more  difficult  it  is  to  enter  amounts  in  the  correct  column  and  line,  and 
hence,  the  greater  is  the  chance  of  error. 

The  usefulness  of  the  columnar  journal  is  limited  to  such  businesses 
in  which  there  is  not  yet  sufficient  accounting  to  require  more  than  one 
clerk.  The  multlcolumnar  book  makes  it  unnecessary  to  split  up  the  ac> 
counting  record,  but  this  is  true  only  up  to  a  certain  point.  As  soon  as  the 
business  grows  large  enough,  subdivision  must  come.  The  multicolumnar 
journal,  is,  therefore,  but  a  temporary  economy,  and  one,  very  likely,  fitted 
to  none  but  the  small  business. 

Special  Journals  Outgrowth  of  Columnar  JoumaL  This  columnar  jour- 
nal, with  its  numerous  columns,  one  for  Cash,  another  for  Accounts  Re- 
ceivable, another  for  Accounts  Payable,  etc..  may  prove  inadequate  for  a 
growing  business,  but  it  is  suggestive  of  what  can  be  done  in  the  develop- 
ment of  special  journals  when  the  volume  of  business  demands  it.  The 
cash  book  for  example  is,  in  fact,  nothing  more  than  the  cash  column — 
debit  and  credit — taken  out  of  the  columnar  journal  and  set  off  in  a  separate 
book.  The  sales  book  is  merely  the  sales  column  taken  out,  and  the  jiur- 
chase  book  is  the  purchase  column  set  apart.  In  other  words,  the  principle 
of  columnization,  developed  in  the  columnar  journal,  has  shown  the  way 
for  the  development  of  special  books  of  original  entry.  Instead  of  entering 
transactions  in  separate  columns  of  one  book,  it  is  the  most  modem  prac- 
tice now,  especially  among  the  larger  business  concerns,  to  enter  them  in 
separate  books,  as  explained  in  Assignments  7  and  8. 

Additional  Colnmnization  Required.  There  are  many  businesses  that 
outgrow  even  the  simple  cash  book,  sales  book,  and  purchase  book.  Under 
such  conditions,  the  special  journals  are  enlarged  by  adding  special  columns, 
just  as  the  journal  itself  was  expanded.  The  principle  of  columnization  is 
tiins  extended  from  the  journal  to  the  special  journals.  For  example,  the 
f(rilowing  conditions  may  exist. 

1.  Tonr  CQBtomera*  accounts  may  run  up  Into  the  thousands,  and  must  therefore 
be  elasufled  into  Uiree,  four,  or  more,  sobsidiary  ledgers,  witb  an  equal  number  of 
controUlsK  accounts  so  that  the  work  of  keeping  these  ledgers  can  be  distributed  amoDK 
several  cKrks.  In  order  to  obtain  the  totals  for  the  several  controlling  accounts,  addi- 
tional columns  are  introduced  in  the  sales  book,  purchase  book,  and  cash  book. 

2.  Farther,  suppose  that  the  business  in  which  you  are  employed  has  tliree  separate 
deputments  selling  merchandise.  The  sales  manager  or  proprietor  will  want  to  know 
the  total  sales  of  each  department  for  purposes  of  companeon  by  departments  and 
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a  period  vlth  anaUier.    In  order  to  determine  the  amount  of  sales  for  e 


a.  Assume  that  each  department  buys  its  own  merchandise.  The  buyers  of  the 
several  departments  are  responsible  to  the  general  manager  or  the  purchasing  agent 
As  a  result,  he  will  want  a  complete  record  of  the  purchases  for  eaoi  department  for 
the  purpose  of  comparison.  This  can  usually  be  easily  obtained  by  providing  a  separate 
column  for  each  in  the  poicbase  book. 

4.  You  may  allow  customers  a  cash  discount  for  prompt  payment,  say  2  per  cent 
n  10  days;  you  will  then  find  it  advantageous  to  use  special  columns  in  uie  cad)  book  for 


counts  Credit."  Thus,  the  total  discounts  taken  and  allowed  for  any  period  can  be 
easily  determined  and  compared  with  discounts  for  previous  periods.  TEke  sales  man- 
ager and  the  purchasinK  agent  must  have  this  information,  so  that  they  can  determine 
Intelligently  future  policies  of  taking  and  allowing  discounts.  The  discount  columns 
of  the  cash  book  will  also  save  time  m  posting.  The  totals  are  posted  instead  of  each 
item  separately. 

5.  If  cash  sales  and  cash  purdiases  are  made  daily  it  would  be  advisable  to  pro- 
vide a  special  column  for  cash  sales  on  the  debit  side  of  the  cash  book,  and  another 
column  on  the  credit  side  for  all  cash  purchases.  Thus  the  total  trading  on  credit  can 
be  frequently  compared  with  the  total  cash  business.  Moreover,  time  can  be  saved 
in  posting  totals  from  these  columns,  and  ledger  space  is  also  saved  by  having  only 
totals  in  the  accounts. 

6.  When  a  business  has  numerous  expense  items,  time  can  be  saved  in  posting 
by  using  one  or  more  special  columns  for  these  expenses  in  the  cash  booL  disburse- 
menta  dde.  At  the  end  of  the  month,  or  week,  whenever  the  books  are  dosed,  the  total 
can  be  posted  to  the  Expense  Account 

7.  Some  concerns  maintain  checking  accounts  with  more  than  one  bank.  In  such 
cases,  a  separate  column  can  be  set  up  in  the  cash  book  for  each  bank.  In  this  way 
a  more  ciuvfnl  dieck  can  be  maintained  on  the  bank  transactions. 

Basic  Principle  of  Odnmiiizatioii.  We  might  cootinoe  to  dte  still  other 
business  conditions  that  would  require  columnization.  Those  given,  how- 
ever, are  sufficient  to  illustrate  the  basic  principle  of  columnization,  and  its 
application  to  specific  conditions.  It  is  a  principle  that  can  be  applied 
^tensively  in  accounting  practice,  because  it  serves  two  very  important 
purpoBes : 

1.  To  provide  quickly  necessary  information  for  the  proprietor  or  de- 
partment managers,  to  be  used  in  a  more  intelligait  control  of  the 


2.  To  save  time  by  the  posting  of  totals  instead  of  numerous  detail 
items. 

Designing  Special  Journals.  The  first  thing  to  do,  therefore,  in  build- 
ing up  accounting  records  is  to  consider  conditions  like  those  we  have  men- 
tioned above.  See  first  of  all  what  is  needed.  Since  every  business  has 
its  own  needs  and  peculiar  conditions,  the  accountant  must  first  study  the 
conditions  as  they  actually  exist.  Then  he  can  design  his  books  to  meet 
those  conditions  effectively. 

Additional  Columns  in  Sales  Book;  For  purpose  of  illustration  take  the 
situation  described  above,  under  1  and  2  on  page  5.  Customers'  ac- 
counts are  to  be  classified  alphabetically,  and  there  are  three  selling  de- 
partments. A  sales  book  designed  to  meet  the  requirements  of  such  a 
business  would  appear  thus: 
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The  total  of  eacti  debit  column  is  posted  to  the  proper  controlling  ac- 
count. The  debit  totals  can  be  summarized,  likewise  the  credit  totals,  bo 
that  the  equality  of  debits  and  credits  in  this  book  may  be  tested  before 
the  totals  are  posted.  The  names  of  the  controlling  accounts  and  of  the 
departmental  sales  accounts  are  indicated  in  the  column  headings.  Post- 
ing to  the  individual  accounts  in  the  four  subsidiary  ledgers  is  the  same  as 
when  only  one  subsidiary  ledger  is  used. 

Pnrchase  Book  with  Department  (MiimnB.  The  design  of  the  purchase 
book  is  usually  simpler  than  that  of  the  sales  book.  Provision  must  be 
made  for  the  sever^  departments,  if  such  be  included  in  the  plan  of  the 
business,  but  it  is  exceptional  to  find  conditions  requiring  several  separate 
creditors'  ledgers  and  separate  controlling  accounts.  In  most  enterprises 
there  are  fewer  creditors  than  customers,  because  commodities  are  bought 
in  large  quantities  and  then  distributed  in  smaller  parcels. 

In  the  purchase  book  illustrated  in  Figure  5,  there  is  provision  for 
only  one  Accounts  Payable  Controlling  Account,  but  additional  columns  are 
shown  for  the  three  departments,  as  in  the  sales  book. 

COLUMNAR  PURCHASE  BOOK 


DeptA.  Dept-B.    DepLC 


Bndion  Co. 
Bron  t  C«. 
Buddl  t  Co 
H.  Hill  t  Co. 


2/10- 1/80 
1/30 

3/1D-1/30 
H/30 


Jal7  11 
Ant.  11 
Jnlr  80 
ing.  30 


nail  Pijt  bli 


Ta>  COLOMNAB  PUBCHABl  BoOK 

Ftgnra  6.  This  colomnar  purchase  book  has  three  debit  cotamns,  one  for  each  depart- 
ment. The  items  sre  distribated  to  these  columns,  according  to  the  kinds  of  goods 
purchased.  If  Dept.  A.  makes  the  purchase,  the  item  is  entered  in  column  Dept.  A., 
etc  One  column  is  provided  for  the  total  credit  to  Accoimts  Payable  Account.  At  the 
end  of  the  period  each  of  the  debit  totals  is  posted  to  the  proper  departmental  Pui^ 
diase  Account,  and  Uie  entire  amount  is  credited  to  Accounts  Payable.  During  the 
month  each  Item  is  posted  separately  to  the  personal  account  in  the  creditors'  ledger. 

**Diie  DaW  Cohunn.  One  column  in  this  purchase  book  is  to  be  noted 
especially,  for  it  has  not  appeared  before,  and  it  serves  an  important  ad- 
ministrative function.  We  refer  to  the  column  headed  "Due  Date."  In 
this  column  should  be  entered  the  latest  date  upon  which  payment  may  be 
made,  and  still  secure  the  cash  discount.  The  due  date  is  determined  by 
considering  the  date  shown  in  the  first  column,  and  the  facts  recorded  in 
the  "Terms"  column.    Because  of  this  use  of  the  facts,  the  date  shown  in 
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the  first  colonm  should  be  the  date  of  the  invoice  rather  than  the  date  the 
entry  is  made.  The  date  of  entry,  if  recorded  at  all,  wiU  be  shown  in  a 
separate  column. 

By  thus  recording  the  due  date  at  the  time  of  entry,  it  is  possible  for 
the  proprietor  or  other  person  in  charge  to  survey  the  purchase  book 
quickly,  and  note  those  invoices  which  must  be  paid  at  once  In  order  to 
take  advantage  of  the  cash  discount  allowed. 

Odumnar  Cash  Book.  The  simple  cash  book  illustrated  in  Assignment 
9  had  only  one  column  for  Accounts  Receivable,  since  the  customers'  ac- 
counts were  few  in  number  and  could,  therefore,  be  kept  in  one  subsidiary 
ledger,  which  was  controUed  by  one  summary  account  in  the  general  ledger. 

COLUMNAR  CASH  BOOK  (Receipts  Side) 


Date 

L. 
F. 

Account 
Credited 

General 
Lediter 

AcccnmU  Receivable 
Credit 

NM 

Tot 

H 

A-D 

E.K 

'-« 

^Z 

CoLuuHU  Cash  Book 
Rfore  6.    Cash  that  is  received  from  customers  is  recorded  in  one  of  tlie  four  credit 
columns.    If  the  customer's  name  beviiu  with  C,  for  example,  the  amount  is  placed  in 
the  column  headed  A-D;  if  the  name  begins  with  N.  the  amount  is  placed  iji  the  column 
headed  L-R,  etc    All  cash  from  other  sources  is  recorded  in  the  General  Ledger 

Credits  column. 
This  simple  cash  book,  however,  can  take  on  additional  columns,  whenever 
the  business  expands  and  customers  become  more  numerous.    Assume,  for 
purpose  of  illustration,  that  you  are  asked  to  design  a  cash  book  which 
will  meet  the  needs  of  the  following  cases: 

Caae  1.  Guitomers'  accounts  are  too  numerons  for  one  ledger.  They  are  dis- 
tribated  alphabetically  into  four  subsidiary  ledgers,  with  four  separate  controlling 
accounts.    Your  cash  book  may  then  be  set  up  in  the  form  as  shown  in  Figure  6. 

The  credits  to  tlw  four  controlling  accounts  for  cash  received  from  customers  wH] 
be  posted  from  the  totals  of  the  four  special  columns  headed  "A-D,"  "E-E,"  "L-R," 


(ConUnned  on  Pase  11) 
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COLUHNAB  CASH  BOOK  (Receipts) 


Net 

Cash 

Received 


BaltDce 

Intarsst 

Chas.  telth 

Ida.  Jonai 

Jai.  Iraas 

Hattara  Nfg.  Co. 

Salat 

CiraOD  Broa. 

Hole a  raeairad 

Silaa 

Soia  I,  Co. 
Genaral  Lalgar  Gr 
Tatal--AccauDta  B 
Tatal--Salsi  Diac 
Tatil--3alaa  Cr. . 
ToUI—Caah  Becai 


Far  day 

Bron  k  Jooaa 

Oo  accaont 
(laaa  diacoaot) 
On  account 
(laaa  diacount) 
Id  fall  of  tcct. 

On  AccooBt 
(laaa  diacount) 

In  tall  of  icet. 
Bron  fc  Jonoa 
For  day 

iita 


nOODD 
MM 
IISM) 
1B3K 


1500  M 
UBO 


148  Ml 
131  IB 
100  M 
300  M) 


CoLDUNAB  Cabk  Book 

Fisnre  7.  This  c&sh  book  b  expanded  still  further  than  Figure  6.  Look  first  st  the 
receipts  side.  AH  cash  sales  are  entered  in  the  Sales  Column,  and  extended  in  the  Net 
Cash  Column.  Whenever  a  customer  pays  on  account  and  is  allowed  a  discount,  the 
full  amount  of  hia  bill  is  entered  in  the  Accounts  Receivable  Column,  the  discount 
allowed  is  entered  in  the  Sales  Discount  Column,  and  the  net  cash  received  in  the  Net 
Cash  Column.    Hon«7  received  from  other  sources  is  recorded  in  ttie  General  L«deer 
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COLUHNAB  CASH  BOOK  (Disbursements) 


Furniture  t  Fii. 

Hodson-SaiUi 
lUndtU  fc  Co. 

Hag«i 

InUrail  Coit 

i.  DiDcajr 

Wilbur  Broi. 

Gtuertl  Ltlgtr  D«b 
TaUl--AccauDtB  ft 
ToUl—Purcbiis  Di 
ToUl--Eipeniei  Dr 
Tot«I--Ciib  disbar 
BtUuca  00  bind. 


Baat  for  Jin. 

Dask  and  cbiiri 

To  tpplr  on  icct 
(IsHs  diacoant) 
In  full  of  acct. 

On  accaant 
(leaa  di.count) 
Od  froigbt  in«ard 

For  3  vooka 

On  nota  34 


•300  90 
1,846 
1,076 


180 


I,34G 
l.GM 
3GCI0 
130 


Column  and  extended  to  the  Net  Cash  Coltimn.  Tiim  to  the  Disbarsements  side  of  the 
cash  book.  All  expenses  are  entered  in  the  Expense  Column.  When  we  pay  a  creditor, 
and  take  a  discount,  we  enter  the  full  amount  of  our  bill  in  the  Accounts  Payable 
Account,  the  discount  in  the  Purchase  Discount  column,  and  the  net  cash  paid  out  in 
the  Net  Cash  Column.  Money  paid  out  for  other  purposes,  such  as  the  purchase  of  a 
desk  and  chairs,  is  entered  fn  the  General  Ledger  Column.  The  net  cash  paid  ont  for 
each  transaction  is  entered   in   the   Net. Cash   Column. 


Aadgnment  10,  J>ttg^lOgl€ 


Cue  i.  All  the  cnstomen'  aecounta  are  kept  in  one  sntuddiary  ledser.  The  bwir 
neu  makes  a  practice  of  allowing  caah  discoonta  to  cnstomera  for  prompt  payment.  It 
also  takes  advanti^e  of  discoonta  allowed  by  creditors.  The  proprietor  denres  to  know 
the  total  discount  talran  and  allowed.  He  also  wishes  to  compare  cash  sales  with  tlw 
total  sales  on  accoont.  Provision  should  also  be  made  to  post  Oia  ocpense  Items  In 
totaL  The  cash  book  -wMch  yon  might  design  to  St  sucb  a  case  wooM  have  spedal 
colomns  for  the  discounts,  one  column  for  cash  sales  on  the  receipts  side  and  a  spedal 
column  for  expense  on  the  disbursements  side,  as  shown  in  Figure  7. 

Ruling  and  Balancing  Coliunnar  Cash  Book.  At  the  end  of  the  period 
the  cash  book  is  closed  and  balanced.  E!ach  column  is  totaled,  and  the 
balance  is  determined  in  the  same  way  as  the  balance  of  a  Gash  Account. 
In  other  words,  the  balance  on  hand  at  the  beginning  of  the  period,  plus 
the  total  cash  received  during  the  period,  minus  the  cash  paid  ou^  will 
be  the  balance  of  cash  on  hand  at  the  end  of  the  period.  This  balance 
should  agree  with  the  actual  cash  on  hand  and  in  the  bank. 

Method  of  Posting  Columnar  Cash  Book.  This  cash  book  is  posted  in 
the  same  way  as  the  cash  book  of  Assignment  9.  The  debits  and  credits 
are  indicated  at  the  bottom  of  the  cash  book  on  both  sides. 


CASH  RECEIPTS  SIDE 

1.  To  the  General  Ledger 

The  items  posted  to  the  general  ledger  are: 

Total  cash  receipts  debited  to  Cash  Accoont $2,642.68 

Total  sales  discounts  debited  to  Sales  Discount  Account       26.24 

Total  credit  to  Accounts  Receivable  Account |1,527J)0 

Total  credited  to  Sales  Account . 927.27 

Individual  credits  from  general  ledger  Credits 
Column: 

Interest  earned » — .. — _.._ .-— 14.60 

Notes  receivable  200.00 

2.  To  the  Subsidiary  Ledger  (Customers) 

Each  item  in  the  "Accounts  Receivable"  colunm  is  credited  to  the  pn^wr 
paisonal  account  in  the  customers'  ledger. 


..4    100.00 


Edward  Jones. 60.00 

James   Evans 116.00 

"         '  "        "  ISUM 

lOOJW 

Boss  A  Company 1/»0J)0 


CASH  DISBURSEMENTS  SIDE 
1.    To  the  General  Ledger 

Total  debited  to  Accounts  Payable  Account W.444.81 

Total  debited  to  Expense  Account 267.00 

~  ^arate  item  from  general  ledger  Debits  Column  to 

niture  &  Fixture  Account _-.       87.50 

W,780.8« 
57.98 


Separate 
Fumitu 
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2.    To  the  Subsidiary  Ledger  (Creditors) 
Each  item  in  the  Accounts  Payable  Column  is  debited  to  the  proper  per^ 
Bonal  account  in  the  creditors'  ledger. 
Debita: 

F.    R:    Laraon J   2MM 

Hudson-Smith    1,546.00 

BsndaU  A  Co__„-_..„, „_  1,676.00 

L.  S.  Dancey.. — — — 62.16 

Wilbnr  Bros.  - 261.16 

Advantages  of  Special  Columns  in  Cash  Bb(d£.  First,  of  all,  much 
time  is  saved  in  the  posting  of  totals  from  the  special  columns  of  the  cash 
book,  for  sales  discounts,  purchase  discounts,  cash  sales,  and  expenses. 
This  is  obvious  from  the  numerous  postings  of  totals  explained  above. 

Another  important  advantage  is  that  these  columns  serve  to  collect 
information  that  is  important  and  essential  to  the  management  in  deter- 
mining future  policies  of  a  business.  The  officers  in  charge  of  a  business 
may  want  to  know  the  amount  of  discounts  allowed  to  customers  or  the 
amount  of  discounts  taken  with  creditors  up  to  a  certain  date.  Since  the 
details  have  been  properly  grouped  in  special  columns,  it  is  an  easy  matter 
to  determine  the  totals  whenever  this  information  is  desired.  The  same 
is  true  when  the  total  amount  of  cash  sales  is  desired,  or  when  the  amount 
of  expenses  is  requested.  Business  men  always  favor  accounting  systems 
that  will  produce  accurate  figures  quickly.  Such  figures  are  made  avail- 
able by  the  use  of  additional  columns  in  the  cash  book  and  other  books  of 
original  entry,  as  illustrated  in  this  assignment.  The  principle  of  colum- 
nization  is,  therefore,  of  great  importance  in  accounting  practice,  not  only 
because  it  saves  time  in  keeping  accurate  records,  but  because  it  meets 
the  needs  of  business,  and  supplies  those  in  control  with  information  that 
may  be  required  any  time  during  the  accounting  period. 

Other  Methods  of  Handling  Cash  Diaconnts.  Some  objection  has  been 
raised  to  liandling  the  sales  and  purchase  discounts  thru  the  cash  book 
on  the  theory  that  since  they  do  not  represent  actual  cash  received  and 
cash  disbursed,  Uiey  should  not  be  entered  in  the  cash  book,  which  should 
contain  only  cash,  receipts  and  disbursements.  Some  argue  that  these  dis- 
counts should  be  entered  in  the  general  journal. 

Jonmal  Entries  for  Discounts.  For  example,  when  Charles  Smith  pays 
his  bill  of  $100.00  on  June  6,  he  is  allowed  $2.00  discount.  The  net  cash 
received  is  $98.00.  The  $98.00  would  be  entered  in  the  cash  book  left 
side,  in  the  Accounts  Receivable  Account  column,  and  posted  in  the  total 
along  with  the  other  items  to  the  Controlling  Account  and  also  as  a  credit 
to  Charles  Smith's  account  in  the  customers'  ledger.  As  his  account  now 
stands,  however.  Smith  still  owes  us  $2.00,  for  tus  account  has  a  debit  of 
$100.00  and  a  credit  of  $98.00.  A  journal  entry  must  then  be  made  to 
show  the  discount  of  $2.00. 

Jims  6 — Sales  Discounts.... 


Charles  Smith  (Subsidiair) 

Obviously,  much  time  would  be  consumed  in  making  many  such  entries 
for  discounts.    Furthermore,  the  transaction  is  split  up,  part  of  it  being 

Aasignmant  10,  Page  IS 


in  the  cash  book  and  part  in  the  journal.  As  a  result,  it  is  inconvenient, 
and  practically  impossible  to  compare  the  cash  amount  received  from  each 
customer  and  recorded  in  the  cash  book  with  the  discount  recorded  in  the 
journal.  This  disadvantage  is  eliminated  by  osing  special  columns  in  the 
cash  book. 

Discounts  Recorded  as  Receipts  and  Disbursements.  Another  way, 
used  by  some  accountants,  is  to  enter  on  the  "Receipts"  side  of  the  book 
the  full  amount  of  the  bill,  $100.00,  as  if  that  amount  were  actually  re- 
ceived; then  enter  the  $2.00  discount  on  the  "Disbursements"  side  as  if 
$2.00  had  been  paid  back  in  cash  to  Smith.  The  effect  of  these  two  entries 
when  posted  would  be  to  bring  a  debit  to  cash  of  $100.00  from  the  cash 
receipts  and  a  credit  to  Smith  of  $100.00;  and  to  bring  a  debit  to  Sales 
Discount  of  $2.00  and  a  credit  to  Cash  of  $2.00  from  the  cash  disburse- 
ments.   The  net  result  will  be  correct. 

But  this  causes  the  cash  book  to  express  $100.00  as  received,  when,  as 
a  matter  of  fact  Smith  sent  only  $98.00,  which  is  a  misstatement  of  fact. 
No  accountant  who  takes  pride  in  his  work  wishes  his  books  even  to  i^pear 
to  contain  untrue  statements.  So  it  is  natural  to  find  the  modem  prac- 
tice leaning  towu^  the  use  of  special  columns  in  the  cash  book  for  these 
cash  discounts. 

MAIN  POINTS  OF  ASSIGNMENT  10 

Before  you  attempt  to  solve  the  problems  of  this  assignment  be  sure 
that  you  understand  thoroly  the  following  main  points  which  have  bem 
brought  out  in  the  discussion. 

Golumnization  means  the  use  of  additional  columns  in  books  of  original 
entiy. 

Columns  may  be  added  to  the  simple  journal  when  a  small  business 
begins  to  grow.  In  this  way  totals  are  posted  instead  of  numerous  separate 
iteraa,  and  time  is  saved. 

Out  of  the  columnar  journal  special  journals  are  developed— such  as 
the  cash,  sales,  and  purchase  journals. 

As  the  nature  and  size  of  a  business  develops,  these  special  journals 
are  expanded  further  by  adding  still  other  columns;  for  example,  columns 
for  departments,  for  various  subsidiary  ledgers,  and  for  cash  discounts. 

As  you  take  up  later  assignments  you  will  find  that  this  principle  of 
columnization  is  apphed  quite  extensively  in  accounting  practice.  It  is  of 
great  impcnrtance,  and  for  this  reason  should  be  thoroly  mastered. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  10 

The  following  problems  are  submitted  to  yoa  for  careful  study  and 
solution.  Problem  2  is  optional  and  all  other  problems  are  to  be  worked 
out  and  sent  in.  Use  ruled  paper  in  setting  up  the  solutions.  Give  special 
attention  to  the  forms  required.  The  neatness  and  accuracy  of  your  paper 
win  be  considered  by  your  instructor  in  grading  your  work. 

1.  Mr.  Williams  owns  a  retail  grocery  store.  He  buys  most  of  his 
groceries  on  thirty  days'  time,  taldng  advantage  of  discounts.  He  sella 
on  time,  to  customers,  and  has  adopted  the  policy  of  allowing  a  2%  dis- 
count if  they  settle  their  bills  within  10  days.  He  carries,  on  an  avoi^ge, 
150  customers'  accounts.  His  cash  sales  amount  to  one-third  of  his  total 
sales.  He  deposits  his  cash  in  the  bank  daily,  and  pays  all  his  bills  by 
check. 

Prepare  and  send  in  to  the  University  forms  for  the  following  books 
that  would  be  suitable  in  Mr.  Williams'  business: 

(a)  Cash  Book 

(b)  Purchase  Book 

(c)  Sales  Book 

2.  The  West  Side  Trading  Company  operates  a  men's  retail  store  with 
five  selling  departments.  At  the  close  of  each  month,  the  head  salesman 
wishes  to  know  the  sales  and  purchases,  by  departments.  Accounts  with 
customers  are  divided  between  two  clerks,  and  two  controlling  accounts 
are  used. 

Construct  and  send  in  a  purchase  book  and  a  sales  book  that  would 
meet  the  needs  of  this  business. 

3.  The  bookkeeper  for  the  Northern  Manufacturing  Company  has 
handled  all  sales  and  purchase  discounts  thru  the  genentl  journal. 

(a)  What  criticism  have  you  to  oSet  on  his  method? 

(b)  The  office  manager  suggested  to  the  bookkeeper  to  handle  sales 
discounts  thru  the  cash  book,  by  crediting  the  customers  for  the  full 
amount  of  the  bill  on  the  "Receipts"  side  of  the  cash  book,  and  entering 
the  discount  on  the  "Disbursement"  side.  Was  this  good  advice?  State 
your  reasons. 

4.  Enter  the  following  transactions  in  a  multicolumnar  journal  similar 
to  the  form  shown  on  p.  4  with  any  variations  that  seem  necessary. 

July  1,  1921,  A  B.  Brown  began  a  small  wholesale  business  with  a  cai>- 
ital  of  $1,000.00  in  the  bank,  and  $2,000.00  merchandise  inven- 
tory. 

8.  Sold  A.  J.  Robinson,  on  account,  $600.00  worth  of  merchandis& 

14.  Sold  merchandise  for  cash,  $105.00. 

19.  Purchased  from  James  Hunter,  on  account,  merchandise  for 
$800.00. 
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19.  Deposited  in  the  bank  all  cash  on  hand. 

26.  Received  check  &om  A.  J.  Robinson  tor  $800.00,  and  a  tiiirty 
days'  i»x>mi8sory  note  for  the  balance  due. 

26.  Deposited  cash  on  hand  in  the  bank. 

29.  Borrowed  |1,600.00  from  the  bank  on  a  ninety  day^  promissory 
note. 

SO.  Paid  James  Hunter  in  full  of  accoont. 

After  you  have  made  the  entries,  close  the  journal  showing  how  the 
journal  should  be  posted — both  totals  and  separate  items. 

6.    Hr.  Brown,  the  proprietor,  says  that  he  doesn't  need  a  Cash 
Account  in  the  ledger.   What  comment  have  you  to  offer  on  this  point? 
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Elements  of  Accounting  Practice 

Assignment  11 

ACCOUNTING  PROCEDURE 
FOR  PROMISSORY  NOTES 


SURELY  a  man  has  come  to  himsdf  ooiy  when  he  has 
found  the  best  that  is  in  him,  and  has  satisfied  his 
heart  with  dte  highest  achievement  he  is  fit  for.  It  is 
only  then  that  he  knows  of  what  he  is  capable  bikI  what 
his  heart  demuids. 

WOODROW  WILSON 


LaSalle  Extension  University 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  Genera]  Ledger 

4.  Closing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledg^  hy  Jovraal  Entry 

7.  The  Cash  Journal 

8.  HerchandfM  RecDTd^^The  Purdiasc  and  Sfcles  Journals 

9.  Subdivision  of  the  Ledger 

10.  ColumnijEatipn-  ■    "_  ■_" 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Bofdis  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Defekred  Items 

17.  Depreciation  and  Uncollectable  Accounts 

ISi  ■:  ■PiB73<i»6?iB;AccooMTiNc-=-f  oKMATioB — Ofer.\tion'.  i  ■  ■ 

19.   ■    Pa^TJ^ERSHIP.  AcCOUflTIKG— DlSSOI.UTlQX    PR9IH,EMS7-;J0! HT 

-■■■    -VfiHttRfes'  ■■  ■   .    ■■       -        ■'       -:■■■• 

2Q;       COBPMATIDM    -VfcomWJMfi-riFotM'ATfONT— OrBRAT*t»f      ^J.\ 
21.    .   CORKiRj^yiON   .\CC0U6iTINr — j^EORfiAXIZATIONSr— MERGEBp 

22:-    THE'Vdi-cilis-S^YsTEM'''"'    ■    •     '    ■     "      '■-■'  ■■■     ■  "■'■''^'• 

23.  Factory  Accountinc — MANuFACTuRi!;t;,ST.A,TSM*^T,,;  ■,i.> 

24.  Factory  Accounting — Perpetual  I N^■E^-TOKV— Overhead 

25.  *  ■GtsssiPicATtofr'tJi'  .'VctouNTS 

26.  Single  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

. .  29.  ',  CoMivytATptE;  Statements  ,      -     •  !  ■     '    '     ; 

''  ^.  '  AwALYses-0»'  Fi^ANCf.\L  ST^rTEMENTS— General  Review'  -'  '  ' 
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ACCOUNTING  PROCEDURE  FOR  PROMISSORY,  NOTES 

PromisM^cr  Notes  ia  BiUNtness.  ..Almost  ^oiy  business  .oparatiBs  on 'a 
credit  basis-  receives  or  gi^is  promissory  not^  -  They  have  .become  a 
gxeat  conveniencft  in  business,  because  they  can  be  'used  'as  -temporary 
sob^tutea  for  caafa. 

For  example,  customers  who  are  unable  to  pay  their  accounts,  whei} 
due,  may  be  required  to  give  a  note  for  30  or  60  days.  The  customers 
thus  benefit  by  receiving,  an  extension  of  time,  and  the  business  also 
profits,  Since  it  can  elth^  transfer  these  not«s  to  a  bank  and  thus 
receive  working  capital,  or  it  can  transfer  them  to  creditors  In  settle- 
ment of  its  accounts.  When  a  business  buys  machinery  or  other  assets 
for  a  large  sum,  it  may  pay  part  cash,  and  offer  a  notie  for  the  balance. 
When  it  borrows  money  from  a  bank  or  an  individual,  it  gives  its  note. 

Transactions  like  the^e  indicate  how  Important  and  valuable  promis- 
sory notes  have  become  to  the  business  world.  Their  chief  value  lies 
in  the  fact  that  when  they  are  properly  "drawn ,  pp  they  can  be  trans- 
ferred easily  from  one  person  to  another. 

Furthermore,  notes  are  written  evidence  of  obltsations.  This  is  the 
reason  why  they  are  usually  preferred  to  open  accounts.  Notes  can  be 
presented  in  court  as  evidence,  In  themselves,  of  indebtedness,  while  an 
open  account  requires  proof  for  each  item  that  is  owed. 

Featiires  of  Itnportence  to  Accountant.     Since  promissory  notes  are 

used  so  commonly  in  business  transactions,  it  is  essential  in  your  study 
of  accounting  that  you  not  only  become  familiar  with  the  standard 
forms  of  notes,  but  also  know  how  to  record  properly  all  note  transac- 
tions, both  in  the  accounts  and  in  the  special  books  provided  for  this 
purpose.  We  are  concerned  chiefly  at  this  point  with  the  accounting 
procedure  and  not  with  the  legal  aspects,  which  are  treated  later  in  the 
Business  Law  Section  of  the  course. ' 

We  shall,  thsrefore,  take  up  those  features  with  which  you,  as  an 
accountant,  will  be  expected  to  be  familiar: 

I.    The  Standard  Fonns  of  Promiflsory  Notes, 
n.    Entries  on  the  Books  of  Account  for  Various  TraneactioDS 
Involnng  Notes, 
ni.    The    Special   Note   Registers. 

I.     STANDARD  FORMS  FOR  NOTES 

Form  of  Notes.  Promissory  notes  are  set  up  in  various  forms,  to 
meet  the  needs  of  various  kinds  of  transactions.  The  wording  and  ar- 
raagonent  need  not  always  be  exactly  the  same;  but  notes  are  usually 
set  up  so  as  to  conform  to  a  more  or  less  uniform  standard.     This  uni- 
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formity  has  been  broui^t  about  both  by  business  praetioe  and  the  re- 
qoirementB  of  the  law. 

As  notes  came  to  be  used  more  extensively,  laws  govennng  their  use 
were  adt^ted.  In  1896  the  Conunissioners  on  Uniform  State  Laws  reo- 
onunended  a  lull,  gorenUng  the  use  of  notes,  to  the  various  state  legisla^ 
tores  for  adoption.  This  law  is  known  as  the  Uniform  Negotiable 
Instmments  Law.  All  the  states  in  the  Union  have  adopted  it  except 
Gecorgia.  llie  Canadian  Fariiament  has  also  passed  a  similar  law,  called 
the  Bills  of  Excha^re  Act,  for  the  provinces  of  Canada,  and  in  England 
sai  thraont  tiie  English-speaking  world,  similar  legislation  has  been 
enacted. 

McgotiaUe  Instmneats.  The  Uniform  NegotiaUe  Instruments  Law 
defines  a  ne^tiable  promissory  note  as  "an  nneonditional  promise  in 
writing  made  by  <Hie  person  to  another,  signed  by  the  maker,  engaging  to 
pay,  on  demand  or  at  a  fixed  or  determinable  future  time,  a  sum  certain 
in  money  to  order  or  to  bearer." 

When  a  promissory  note  fulfills  all  these  requirements,  it  is  said  to 
be  n^otiable;  that  is,  it  can  be  tetnsferred  like  money,  from  one  person 
to  another.  Notes  that  are  not  negotiable  are  also  used  in  business; 
they  are  valid,  and  should  be  recorded  on  the  books  in  the  same  way  as 
those  that  are  negotiable,  but  the  person  who  holds  a  nonnegotiable  note 
cannot  pass  it  on  as  easily  as  he  can  a  negotiable  instrument.  The  non- 
negotiable  note  requires  assignment,  and  the  person  to  whom  it  is 
assifi^ied  does  not  acquire  any  better  title  to  the  note  than  was  pos- 
sessed by  the  person  who  assigned  it  to  him.  Because  of  this,  it  is  much 
more  difficult  to  discount  nonnegotiable  notes  than  negotiable  notes. 

Two  of  the  most  commonly  used  notes  are  the  short-term  note  and 
the  demand  note. 

Fvna  of  Short-Term  Note  ninstrated.  By  short-term  note  is  usually 
meant  a  note  that  does  not  run  over  one  year.  Most  short-term  notes 
mature  in  90  days  or  less.    Figure  1  shows  a  three  months'  note. 

If  the  note  read,  "I  promise,  etc.,  on  condition  that  John  Jones  audit 
my  books,"  or  if  it  read,  "I  promise  to  pay  to  the  order  of  John  Jones,  one 
hundred  dollars,  and  give  him,  in  addition,  my  automobile,  valued  at 
$300,"  it  would  in  neither  case  be  negotiable.  In  the  first  case  the  prom- 
ise would  be  conditional,  and  in  the  second  case  the  promise  is  not  alone 
to  pay  a  certain  sum  in  money,  but  to  do  something  additional.  The 
note,  however,  in  either  case  would  be  valid,  and  it  would  be  binding,  but 
Jones  could  not  legally  pass  it  on  to  a  third  party  by  indorsement  and 
dehvery.  It  could,  however,  be  assigned.  ALL  notes,  whether  negotiable 
or  not,  are  to  be  recorded  by  the  accountant,  provided  they  represent  a 
valid  business  transaction. 

Parties  to  Note — ^Haker  and  Payee.  The  party  signing  the  note  is 
called  the  "itu^et."  The  party  to  whom  the  note  is  made  payaUe  is 
called  the  "payee."  In  the  note  under  consideration,  therefore,  Jacob 
Smith  is  the  maker,  and  John  Jones  is  the  payee.  This  note  is  a  note 
receivable,  an  asset,  to  John  Jones,  and  it  is  a  note  payable,  a  liability,  to 
Jacob  Smith. 
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Fignra  1.  This  promissory  note  ia  an  unconditional  promise  In  writing,  made  by 
Ur.  Smith  to  Hr.  Jones,  or  order,  properly  signed  by  Hr.  Smith,  ensaging  to  pay  at 
a  determinable  time  a  certain  sum  of  money,  $400.00.  Evid«nuy  tne  note  is  nego- 
tiable. You  frequently  find  the  phrase,  "For  value  receiyed,"  ineloded  inpromis- 
sory  notes.  This  feature  is  not  essential  to  maldng  the  not«  negotiable.  The  time 
of  payment  may  also  be  stated  in  various  ways.  We  might  have  worded  it  this 
way:  "March  20,  1922,  I  promise,"  etc.  Sometimes  the  matter's  address  is  also 
included.  Because  of  these  variations  it  is  important  that  you,  as  an  accountant, 
familiarize  yourself  witii  the  various  kinds  of  notes,  especially  those  most  commonly 
used  in  business. 

The  Demand  Note.  The  demand  note  has  the  same  form  as  the  short- 
term  note  in  all  respects  except  the  time  element.  In  place  of  the  speci- 
fled  or  determinable  date  of  a  short-term  note,  the  demand  note  reads, 
"On  demand  I  promise,"  etc.  A  demand  note,  therefore,  is  payable  when- 
ever the  payee  presents  the  note  to  the  maker  for  payment. 

n.     ENTRIES  FOR  PROMISSORY  NOTES 

In  eicplaining  the  entries  for  transactions  involving  notes,  we  shall 
first  consider  only  notes  not  bearing  int^est,  and  later  in  the  lesson  take 
up  entries  for  notes  bearing  interest. 

Notes  RecdvaUe  and  Notes  Payable  Accounts.  All  notes  which  are 
received  from  outsiders  are  assets  and  are  debited  to  a  Notes  Receivable 
Account.  When  notes  are  given  to  outsiders  they  are  credited  to  a  Notes 
Payable  Account,  because  they  are  liabilities.  Long-term  notes!  mortgage 
notes,  and  bonds  are  entered  in  special  accounts,  separate  from  the  short- 
term  notes. 

In  the  illustration.  Figure  1,  Jacob  Smith  gave  the  note  to  John  Jones 
in  settlement  of  an  open  account.  Immediately  before  the  note  was  is- 
sued. Smith's  ledger  contained  an  account  for  Jones.  This  account 
showed  a  credit  balance.  At  the  same  time,  in  the  ledger  of  Jones  there 
appeured  an  account  with  Jac(A  Smith,  having  a  debit  balance. 
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In  other  words.  Smith  owed  Jones  at  least  $400.00.  On  account  of  the 
legal  recognition  of  promissory  notes  and  the  ease  with  which  they  can 
be  transferred,  Jones  preferred  to  have  this  legal  written  recognition  of 
the  debt  rather  than  an  open  account,  whidi  would  be  rather  difficult  to 
turn  over  to  anyone  else  in  exchange  for  money;  accordingly  Jones  is 
glad  to  accept  the  note. 

Entbiks  fob  Notes  When  Thet  Abb  Issued 
1.    Note  Issned  in  Settlement  of  an  Aeeoont.    At  the  time  of  issuing 
the  note,  shown  in  Figure  1,  Smith  will  make  the  entry  in  Figure  2. 

JOURNAJ.  (J»eob  3«Itli) 


DATE 

FOL. 

EXPLANATION 

DBBfT 

CEBDrrj 

ini 

D«i:, 

ao 

ieeouDti  PajtbU  (Jvlu  Joom) 
lot*!  PtyibU 

400 

00 

400 

00 

G(v«  S  MnUia  nott  to  *pplr  on  icconnt 

JovBNAL  KNntr  roa  Issua  w  Nora 

Fixure    2.    Where    the    entry    U    posted    as    shown    here,    the    controllins:    account. 

Accounts  Payable,  Is  debited  and  a  new  liability  is  set  up  under  the  heading  Motes 

Payable.    Jones's  personal  account  in  the  subsidiary  ledger  Is  also  debited. 

When  Jones  receives  the  note  he  makes  the  entry  in  Figure  S. 


JOURNAL  (John  JoD6i) 

Die. 

20 

Nolei  RsceiTubU 

Aceoimli  Rtceivibl*  (Jacob  Siitb) 
RaceiTod  not«  to  ipplr  on  iccount 

400 

00 

400 

00 

i 

Emthy  rat  Rbcbft  or  Nora 

Fisure  3.    The  indebtedness  of  Smith  to  Jones  still  exists,  but  it  appears  in  another 

form;  namely,  in  the  Notes  Beceivable  Account.     The  entry  in  Figures  2  and  3,  as 

you  will  observe,  is  for  the  face  value  of  the  note,  and  in  ^ch  case  most  ba  entered 

in  the  ^>pn>priate  eontroUing  account 

2.  Note  Issued  for  a  Loan.  The  foregoing  entries  are  based  on  the 
assumption  that  Smith  was  a  customer  of  Jones  and  that  the  note  was 
given  in  settlement  of  an  open  account. 

If  such  were  not  the  case,  and  if  Smith  borrowed  ^00.00  from  Jones, 
the  entries  on  both  Smith's  and  Jones'  records  would  be  made  in  the  cash 
book. 

Smith  would  enter  the  transaction  in  his  cash  book,  as  in  Figure  4. 
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CASH  RECEIPTS  (Jiob  hiu) 


DATE 

UF. 

ACCOUNT  CREDITED 

EXPLANATION 

CwbDr. 

Total 

1031 
Dae. 

10 

lot**  PiyablB 

To  Jobn  JoMB 

400 

■ 

Figure  4.    Cub  Book  Entbt  for  Ibsdb  or  Non 

Jones  would  make  the  entry  in  his  cash  disbursements  book,  shown  in 
Figure  6. 


CASH  DISBURS 

EMENTS  (John  Jociai) 

DATE 

UF. 

ACCOUNT  DEBITED 

EXPLANATION 

CwhCr. 

ToUl 

1931 

20 

HoUa    BBKiTlblB 

Loan  to  Jacob  Saitb 

400 

00 

FlKore  5.    Cash  Book  Entbt  fix  Rkxot  or  Non 

Entbies  "When  Notes  Awr  Tbahspebbbd 

Jones,  the  payee,  holds  the  note  as  he  does  any  other  item  of  current 
assets.  If  Jones  is  in  need  of  funds,  this  note  provides  an  easy  means  of 
securing  such  funds,  as  it  may  be  discounted  at  his  bank  (assuming 
of  course,  that  the  parties  to  the  note  have  a  credit  standing  which  the 
bank  is  willing  to  recognize).  It  is  not  uncommon,  also,  to  find  that  notes 
will  be  transferred  to  creditors  in  payment  or  as  piui:  payment  of  an 
account.  Let  us  assume  that  Jones,  in  turn,  owes  money  to  the  Cox  Man- 
ufacturing Company,  and  wishes  to  turn  the  note  over  to  them,  in  pay- 
ment of  his  account.  This  he  can  do  by  indorsement,  because  the  note  is 
negotiable,  since  it  meets  all  the  requirements  of  the  Uniform  Negotiable 
Instruments  Law. 

But  before  he  turns  this  note  over  to  the  Cox  Manufacturing  Company 
on  December  27  he  must  indorse  it;  that  it,  write  his  name  on  the  back  of 
the  note.  There  are  several  kinds  of  indorsements  that  Jones  can  use, 
and  the  kind  of  indorsement  he  uses  will  determine  what  entries  are  to 
be  made  on  the  books  of  account. 

1.  Qnalifled  Indorsement.  Jones  can  write  on  the  back  of  the  note, 
"Pay  to  the  order  of  the  Cox  Manufacturing  Company,  without  recourse. 
— John  Jones."  This  kind  of  indorsement  releases  John  Jones  from  any 
liability  on  the  contract  of  indorsement.  If  Smith  fails  to  pay  the  note  at 
maturity  Jones  will  not  be  required  to  pay,  on  the  ground  that  he  indorsed 
the  note,  altho  he  may  be  held  liable  on  other  grounds,  discussed  in  the 
Business  Law  Section. 

The  entry  on  Jones's  books  for  this  transaction  is  given  in  Figure  6: 
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JOURNAL  (JohD  JoB«.) 

14j1 

D.C, 

27 

AcconntR  Ftyibls  (Coi  Htnafictartns  Co.) 

400  00 

HoUa  RacaiTtbU 

100 

00 

Tranifarrad  3*ith'f  note  to  appl;  on 

«"■" 

Figure  6.    Journal  Entbv  fob  TBANsra  or  Nan 

When  the  Cox  Manufacturing  Company  receives  this  note  an  entry  as 
shown  in  Figure  7  will  be  made. 


JOURNAL  (Coi  HuaftctarloB  Co.) 

Doe. 

27 

lotoi  RocoiTtbla 

400 

DO 

1 

Account*  R«ceivtbl«  (J»ho  Job**) 

"»H 

Rocoivad  SaUb't  noto  froa  Jonat  in 
aattlaaant  of  hii  tecount 

Figure  7.     Journal  Entry  for  Indossbd  Notb 

2.  Indorsement  "In  Blank"  or  "In  FulL"  If,  however,  the  Cox  Manu- 
facturing Company  refuses  to  accept  the  note  indorsed  "without  recourse," 
Jones  may  be  asked  to  indorse  it  "In  Blank"  or  "In  Full."  If  he  uses  the 
"In  Blank"  indorsement,  he  will  merely  write  his  name  on  the  back  of  the 
note.  If  he  uses  the  "In  full"  indorsement,  he  will  write,  "Pay  to  the  order 
of  the  Cox  Manufacturing  Company — John  Jones." 

Both  of  these  indorsements  signify  that  if  Smith  fails  to  pay  the  note 
at  maturity,  Jones,  the  indorser,  must  pay  the  legal  holder  of  the  note,  if 
the  legal  holder  takes  proper  steps  to  fix  his  liability.  In  other  words, 
Jones,  by  indorsing  "In  full"  or  "In  blank"  has  assumed  a  liability  that 
may  or  may  not  develop.  It  is  therefore  spoken  of  as  a  "contingent" 
liability  since  it  is  contingent  upon  Smith's  failure  to  pay. 

Assume  that  Jones  indorsed  Smith's  note  "In  full,"  and  gave  it  to  the 
Cox  Manufacturing  Company.  Instead  of  crediting  the  Notes  Receivable 
Account  as  he  did  when  he  endorsed  the  note  "without  recourse,"  he  will 
make  the  entry  in  Figure  8 : 

JOURNAL  (Jobn  Jaaai) 


Accounts  PijFible  (Cox  HiDuficturins  Co.) 

Hotaa  StcalTibla  DUcoontod 

To  aho*  ibe  contingent  liability  aaauaad 
upon  indoning  Saitb'a  Mota  tranaferred 
to  tb*  Cox  HinDfaetnriag  Coipanr 


flgmrc  S.    Emvr  Showino  CoMiiinnNT  Ijahutt 
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Purpose  of  Notes  Receivable  Discouoted  Account.  Mr.  Jones  will  not 
credit  Notes  Rec«ivabte  Account,  because  such  an  entry  would  not  show 
that  he  may  have  to  pay  it  sometime  later.  He  therefore  sets  up  a  new 
account,  ciuled  "Notes  Receivable  Discounted,"  to  which  he  credits  the 
amount  of  the  note.  This  credit  is  a  warning  on  his  books  that  a  contingent 
liability  exists. 

This  account,  Notes  Receivable  Discounted,  is  not  a  liability  account 
but  is  called  a  valuation  account.  It  is  nothing  more  than  the  credit  side 
of  the  Notes  Receivable  Account  set  up  as  a  separate  account  for  the  time 
being,  and  is  to  be  considered  in  determining  the  true  value  of  the  asset, 
Notes  Receivable. 

Notes  Receivable  Discounted  on  the  Balance  Sheet  If  the  Notes 
Receivable  Discounted  Account  has  a  balance  at  the  time  the  balance  sheet 
is  set  up,  this  amount  should  be  shown  somewhere  on  the  balance  sheet, 
since  it  represents  a  contingent  liability. 

It  can  be  shown  in  one  of  three  places: 

1.  As  a  deduction  from  the  Notes  Receivable  amount  on  the  Ksset 
side,  with  the  net  amount  of  Notes  B«ceivable  extended  in  the 
column  for  asset  amounts. 

2.  On  the  liability  side,  in  short,  that  is,  not  extended  in  the  column 
for  liability  amounts. 

S.    In  a  footnote  at  the  bottom  of  the  balance  sheet. 


Entries  When  Note  Is  Paid  bt  Makeb 
Continuing  the  history  of  Smith's  note,  if  Smith  pays  the  Cox  Manu- 
facturing Company  at  maturity,  the  following  entries  are  made: 

In  the  Cash  book  of  the  Cox  I^lanufacturing  Company  (Receipts  side). 
See  Figure  9. 

CASH  RECEIPTS  (Coi  Htnufacturing  Co.) 


DATE 

L.F. 

ACCOUNT  CREDITED 

EXPLANATION 

CuhDr. 

Total     1 

1S33 
tUr. 

ID 

lDt»i  EsceiTiblB 

ProB  Jicob  Saith  in  pty- 
■«Dt  of  nots 

400 

00 

Figure  9.     Emrv  When  Notb  Is  Redegued 

In  the  Cash  book  of  Jacob  Smith  (Disbursements  side).    See  Figure  10. 
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CASH  DISBDBSEMENIS  (JMib  kiu) 


DATE 

LF. 

EXPLANATION 

ORdiCr. 

...1 

int 

Uir. 

SO 

lotM  FijtbU 

Ptld  to  Csx  HinftcUrlBs 

uo 

M) 

FlforcL  It.    EmiT  pob  Patmbht  or  Non 
John  Jones  'wiU  make  the  entry  j^ven  in  Figure  11 : 


JOUBNAL  (John  Jonta) 


Uir. 

20 

Itotti  Bacainbla  DUcountad 

lotai  BeceiTibIa 

Raliavad  af  Contineant  litbilily  aioca 
Salth  iiid  holdar  of  nota  «a  iodoraeil 

400 

00 

400 

DO 

Fiffiir«  11.    Entst  om  Books  or  Indobsb 

By  this  journal  entry  Jones  writes  off  his  contingent  liability,  and  his 
Notes  Receivable  Account  will  show  the  net  amount  of  Notes  Receivable. 
The  question  arises,  How  will  Jones  know  that  he  is  released  ifrom  his 
contingent  liabiUty,  and  that  he  is  justified  in  making  this  entry?  The 
Negotiable  Instruments  Law  speciiies  with  considerable  d^niteness  the 
time  within  which  the  holder  of  the  note  must  notify  an  indorser  of  his 
liability,  in  case  the  maker  does  not  pay.  Therefore,  if  Jones  receives  no 
such  notice  in  the  prescribed  time,  he  will  be  justified  in  making  the 
journal  entry. 

Procednre  in  Case  Note  Is  Dishonored.  If  Smith  falls  to  pay  $400.00 
on  March  20,  1921,  the  Cox  Manufacturing  Company  will  iwobably  notify 
Jones,  the  indorser,  thus  giving  him  an  opportunity  to  pay,  without  in- 
curring any  legal  expense.  If  Jones  does  not  pay,  in  other  words  dis- 
honors the  note,  the  company  will  protest  it.  The  company  will  turn  the 
note  over  to  a  notary  pubhc  who  will  go  to  the  maker  and  -demand  pay- 
ment. The  notary  will  fill  out  a  certificate  of  protest,  and  send  the 
indorser  a  notice  of  protest,  thereby  fixing  his  liability.  The  contingent 
liability  thus  becomes  a  real  liability  to  the  indorser  upon  receipt  of  such  a 
notice.  John  Jones  will  therefore  be  required  to  pay  ^00.00  to  the  Cox 
Manufacturing  Company,  the  face  of  the  note,  and  also  the  expenses  in- 
curred in  protesting  the  note.    Assume  here  that  the  protest  fee  is  $2.00. 
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BmuBS  >OR  DiBHONOBH)  NoTK 

When  a  note  is  dishonored,  the  holder  of  the  note  viU  undertake  to 
collect  from  the  indorsor.  Accordingly,  entries  most  be  made  on  the  books 
of  both  parties. 

Entries  Made  by  the  Piyee.  At  the  time  the  Cox  Mannfactoring 
Company  took  over  the  note  from  John  Jones,  they  made  the  entry  in 
Figure  £2. 


JODENAL  (Coi  IbBuf.ctDring  Cb.) 

!!!' 

21 

Rflttt  BtctiTibU 

ieconati  Kacalvtbli  (J»1ib  Jsnti) 

B«e(iT«d  aalth'*  lot*  tnm  Jeae*  in  ••ttli- 
■•nt  of  bU  icconnt 

400 

H 

400 

DO 

Figvn  12.    Entbt  km  l^tAiiBni  or  Note 
Now  when  Smith  dishonors  the  note,  the  Cox  Manofactnring  Conquuiy 
will  pay  the  protest  fee,  will  write  off  the  note  in  the  Notes  Receiv^le 
Account,  and  charge  Jones  with  the  face  of  the  note,  (400.00  by  the  entry 
of  Figure  IS. 


JOURNAL  (Co.  Htiiafkctnriig  Co.) 

1139 
Ibr. 

31 

Account!  BocolTibla  (John  Jonas) 

l»U*  Bacalvtbla 

Pajnant  rafaaed  on  Saith'a  nolo  indoraad 
bj  Jono* 

400 

DO 

400 

00 

flgnre  13.     Entbi  fob  DisaoNgBB  Non 

The  payment  of  the  $2.00  protest  fee  is  also  charged  to  John  Jones's 
open  accoont,  thru  the  cash  disbursements  book.    See  Figure  14. 

CASH  DISBURSEMENTS  (Cox  HinnrictarinB  Co .) 


DATE 

L.F. 

ACCOONT  DBBITBD 

EXPLANATION 

CuhCr. 

ToUl 

1»3 
Hir. 

33 

iccoonta  RacolTiblo 
(John  Jaoas) 

Fratait  Feai  on  dla- 
honorad  nota. 

3 

DO 
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Some  accountants  would  prefer  to  chargre  the  total  $402.00  to  a  "Notes 
Dishonored"  account  instead  of  to  Jones'  personal  account,  because  by 
charging  it  to  an  open  account  it  would  appear  that  the  nature  of  the 
claihl  was  changed  from  a  note  cliaim  to  an  open  account  claim.  They  say 
that  the  Cox  Manufacturing  Company's  claim  is  still  on  the  note ;'  there- 
fore, it  should  be  transferred  to  a  note  account,  called  IHahonored  Notes. 

If  tbis  is  done,  however,  the  fact  is  not  clearly  stated  on  the  books 
that  it  was  Jones  who  transferred  the  note  that  was  dishonored '  Wter. 
"This  fact  the  Cox  Manufacturing  Company  should  have  clearly  recorded 
on  its  books  for  future  reference  in  its  dealings  with  Jones.  For  this 
reason,  we  prefer  to  charge  the  total  $402.00  to  the  open  account  of  John 
Jones,  instead  of  to  a  Dishonored  Note  Account. 

Entries  Made  by  the  Indorser.    John  Jones'  account  in  the  ledger  of 

the  Cox  Manufacturing  Company  will  now  show  a  total  debit  balance  of 
$402.00. 

John  Jones'  books  show  a  contingent  liability  of  $400.00.  The  Cox 
Manufacturing  Company,  however,  now  has  a  claim  on  John  Jones  for 
$402.00.  When  Jones  pays  this,  March  23,  1922,  he  will  make  the  entry 
of  Figure  16. 

CASH  DISBURSEMENTS  (John  Jon..) 


DATE 

L,F. 

ACCOUNT  DEBITED 

EXPLANATION 

CwhCr. 

Total 

1S23 
Uar. 

33 

Nolei  Receivable  Dio- 

COODUd 

Jacob  Saith 

For  Jacob  Smith's  Dct« 
Protett  Feci 

400 

a 

DO 
00 

Figure  15.    Entry  for  Patment  up  Dishonored  Note  bt  Indcrsb) 

Thus  he  charges  Smith,  the  maker,  with  the  protest  fee,  because  it  is 
an  expense  incurred  by  Smith's  not  paying  the  note. 

Jones  will  also  make  a  journal  entry  charging  Smith  with  the  face 
value  of  the  note  as  given  in  Figure  16. 

JOURNAL  (Jobn  Joaei) 


m— 

13 

AccouDti  Becejvable  (Jacob  Saitb) 
NotBB  BscoivabU 
For  note  Saith  r«ruial  to  par 

.ooU 

400  DO 

FiKWV  ll>    Enibt  ros  DisHOHCsnt  Non 
The  total  charge  on  Jmms'  books  against  Smith  is  now  $402.00. 
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Entries  Made  by  the  Blaker.  Now,  Jones  holds  the  note,  and  will 
try  to  collect  $402.00  from  Smith.  If  Smith  pays  the  $402.00,  Smith 
makes  an  entry  in  his  cash  book  on  the  disbursement  side  as  shown  in 
Figure  17. 

CASH  DISBURSEBfENTS  (J«cob  taith) 


DATE 

LP. 

ACCOUNT  DEBITED. 

EXPLANATION 

CwhCr. 

TotM 

Notes  Pajiblt 
Biptnia 

?Dr  not*  prtTioualr 
diibonored 
Proteet  Fees 

400 
2 

00 

00 

Figure  IT.    Entbt  pob  Paymbht  by  Maxeb 
Jones  records  the  receipt  of  cash  in  his  cash  book  as  in  Figure  18. 

CASH  RECEIPTS  (Jolm  Jonei) 


DATE 

L.F. 

ACCOUNT  CREDITED 

EXPLANATION 

CB«hDT. 

Total 

Jicob  Saith 

For  diihonoral  noto  plna 
protoit  f««a 

403 

00 

Fifore  16.    Enivt  When  Dishomobed  Nora  Is  Paid 


11  Smith  refuses  to  pay  his  open  account  with  Jones,  Jones  will  either 
write  off  the  $402.00  as  a  loss  like  any  other  loss  on  bad  debts,  or  he  will 
bring  suit  against  Smith,  and  will  present  the  note  as  evidence  of  Smith's 
indebtedness. 
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INTEREST-BEARING  NOTES 

Up  to  this  point  interest  has  not  been  considered.  In  the  preceding 
case  the  note  did  not  bear  interest.  When  yon  are  dealing  with  interest- 
bearing  notes,  two  things  must  be  considered : 

1.  The  calculation  of  interest. 

2.  Entries  on  the  books  for  notes  bearing  interest. 

It  is  assumed  that  you  understand  the  methods  of  calculating  simple 
interest,  and  we  shall  therefore  not  go  into  that  at  this  point.  If  you  are 
a  little  out  of  practice  on  interest  calculations,  a  brief  review  of  the  subject 
in  any  easily  obtainable  elementary  text  on  arithmetic  will  be  of  value  at 
this  point. 

Interest  Acconnts.  Interest  may  be  thought  of  as  the  "wages"  of 
money  or  the  "rent"  of  money.  It  will  coat  us  something  to  secure  the  use 
of  money,  just  as  it  would  cost  something  to  secure  the  use  of  a  house. 
If,  on  the  other  hand,  we  have  more  money  than  we  can  use,  it  will  earn 
something  if  we  lend  it  to  someone  who  can  employ  it  to  advantage.  Thus, 
there  is  need  for  an  Interest  Expense  Account  and  an  Interest  Earned 
Account. 

Occasionally  where  interest  transactions  are  few  and  small  in  amount 
one  Interest  Account,  which  is  charged  with  Interest  Expense  and  credited 
with  Interest  Earned  will  suffice,  but  if  interest  enters  into  the  accounts 
often,  it  will  simplify  the  accounting  to  have  two  interest  accounts.  Ac- 
counting in  general  is  opposed  to  "mixed  accounts,"  i.  e.,  accounts  in  which 
are  entered  several  distinct  values,  as  interest  expense  and  interest  in- 
come.   Mixed  accounts  never  add  clearness,  rather  the  opposite. 

The  entries  for  simple  interest  of  both  kinds  are  shown  below: 

Journal  Led^r 

Debit  Interest  Expense  $40.00  Interest  ^pense 

Credit  Cssh  »40.00  

{Entry  for  interest  paid  in  cash)  Cash         $40.00  I 

Cash  (30.00  Interest  Earned 

Interest  Earned  $30.00  

(Entry  tot  interest  received  in  cash)  I  Cash  $30.00 


Calcabtion  of  Discount — Entries  on  Books.  Closely  related  to  interest 
is  bank  discount.  If  we  borrow  $100.00,  and  at  the  expiration  of  the  time 
pay  back  $102.00,  the  two  dollars  are  called  interest.  If  we  give  our  note, 
promising  to  pay  $100.00,  and  receive  for  it  $98.00  in  cash,  the  two  dollars 
which  the  bank  deducts  is  called  bank  discount.  In  effect,  then,  bank  dis- 
count is  simply  interest  paid  in  advance.  In  accounting  it  is  customary  to 
enter  bank  discount  in  the  Interest  Account  and  not  set  up  a  special  ac^ 
count  for  it,  except  for  purposes  of  analysis. 
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Here  are  four  typical  cases  in  which  the  calcalation  and  entry  of  dis- 
count are  involved: 

Case  1.  Discounting  our  note  at  the  bank 

Case  2.  Discounting  a  noninterest-bearing  not«  for  a  customer 

-Case  3.  Transfarring  a  customer's  note  to  a  creditor 

Case  4.  Discounting  an  interest-bearing  not«  for  a  customer 

Case  1.  Discountins  Our  Note.  April  1,  1922,  we  discount  our  30-day 
note  for  $200.00,  ^d  deposit  the  proceeds  with  the  bank.  The  note  does 
not  bear  interest,  bat  it  is  discounted  at  6  per  cent. 

We  cannot  make  the  entry  until  we  have  calculated  the  amount  of  the 
discount.  First,  then,  there  is  a  simple  problem  in  interest,  viz.,  $200.00 
at  6  per  cent  for  30  days.  The  discount  is  found  to  be  $1.00.  By  deduct- 
ing this  discount  from  the  amount  of  the  note,  we  find  the  proceeds,  that 
is,  the  amount  of  cash  received  from  the  bank. 

The  accounts  will  be  affected  thus:  Cash  is  increased  by  this  trans- 
action, our  liabilities  on  outstanding  notes  payable  are  increased,  and  we 
have  incurred  an  expense  of  $1.00  in  securing  this  loan.  From  such  an 
analysis  the  facts  can  be  entered  in  the  accounts  thru  the  cash  book  as 
shown  in  Figure  19. 

CASH  RECEIPTS 


Data 

L.F. 

AcMUnt 
Reoeiv- 
abh 
Credit 

GeaerB] 

Net 
Cuh 

Total 

1932 

April 

. 

Kotii  Piirabls 
•Inlereit  ind                                  | 

20000 

100 

18800 

Entry  roa  Diboount  w  Our  Own  Notb 

Figire  19.  The  asterisk  (*)  means  that  the  (1.00  item  is  entered  in  red  ink,  so  that  at 
time  of  posting  it  will  be  posted  as  a  debit  and  not  a  credit.  Some  accountants  would 
prefer  to  credit  Notes  Payable  with  the  net  amount  of  cash  received,  f  199.00,  and  then 
make  a  general  ioumal  entry,  debiting  Interest  Expense  and  crediting  Notes  Pay- 
able with  the  fl.OO  discount.    In  this  way,  however,  tne  transaction  is  split  up  in  two 


At  the  expiration  of  the  30  days  we  would  be  called  upon  to  pay  the 
face  valae  of  the  note.  The  entry  would  then  be  on  the  disbursements  side 
of  the  cash  book  as  in  Figure  20. 


CASH  DISBOBSEMENTS 


DATE 

UF. 

ACCOUNT  DEBITBD 

EXPLANATION 

CudtC^. 

Total     1 

1M3 

•taj 

1 

lotM  Piytbli 

PapMBt  of  W-fajr  uu 

2NM 

Figim  H.     EinsT  ra  Fatuint  or  Notk 


There  is  no  question  of  interest  or  discount  at  this  time,  since  that 
charge  was  deducted  in  advance.  We  are  now  repaying  $200.00  to  the 
bank,  altho  we  received  in  actual  cash  only  $190.00;  Uius  the  lender  does 
not  receive  in  cash  the  Anming  from  hia  money  until  the  loan  is  paid. 

Case  2.  Discounting  Note  for  a  Cnstomer.  It  often  happens  that  a 
merchant  is  owed  a  sum  of  money  by  an  individual  who  desires  postpone- 
ment of  payment.  In  such  a  case,  the  customer  may  offer  the  merchant 
a  promissory  note  for  the  amount  of  the  debt;  the  merchant  may  be 
wuling  to  accept  the  note,  but  since  the  debt  is  due  now  he  is  justified  in 
accepting  the  note.  The  credit  he  wiU  aUow  wiU  be  less  than  the  face  value. 
That  is,  the  merctumt  may  accept  a  $800.00  note  as  being  worth  only 
$297.00,  in  partial  settlement  of  a  debt  of  $300.00.  The  $3.00,  which  the 
merchant  ultimately  receives  in  excess  of  the  $297.00  credit  allowed,  is  in 
the  nature  of  interest  (or  discount)  and  reimburses  him  for  the  incon- 
venience of  extending  the  time  of  final  payment  as  the  customer  requests. 

To  illustrate,  on  April  1,  1922,  we  discount  a  customer's  60-day  noo- 
interest  bearing  note,  for  flOO.OO,  at  6  per  cent,  and  apply  the  proceeds  to 
the  partial  settlement  of  his  account  with  us.  What  we  must  do  here,  as 
indeed  we  had  to  do  in  Case  1,  also,  is  to  find  the  present  value  of  this  note. 
that  is,  its  value  to-day  in  view  of  the  fact  that  payment  is  not  to  be 
received  until  60  days  hence.  A  dollar  in  hand  to-day  is  worth  more  than 
a  dollar  promised  in  60  days,  or  a  year  hence,  because  in  that  intervening 
time  the  dollar  can  earn  interest.  That  is,  to  take  the  promise  of  a  dollar, 
instead  of  an  actual  dollar,  is  to  forego  the  possible  interest  to  be  had  in 
immediately  lending  the  dollar  again.  Therefore,  business  men  usually 
require  some  compensation  for  foregoing  present  payment  when  a  debt 
becomes  due. 

In  the  case  before  us,  we  can  hardly  accept  the  $400.00  note  in  settle- 
ment of  a  full  $400.00  debt,  for  to  do  so  would  be  to  forego  the  possible 
interest  we  could  earn,  if  we  had  received  the  cash,  as  we  are  entitled  to. 
Therefore,  we  calculate  the  present  value  of  the  note  and  allow  the 
customer  credit  for  that  amount. 

The  present  value  may  be  considered  in  this  discussion  as  the  maturity 
value  (1.  e.,  the  value  at  the  due  date)  less  the  discount  calculated  from 
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Uniayt  the  day  of  diBOOunt,  to  the  day  of  matority.   Expressed  in  formula, 
this  beoomes: 

PxeeNkt  Talae=>BiatHnty  Value  Ifinos  the  Disooant. 

Di8eoimt=^£atnrity  Value  X  rate  X  time. 

Discount  is  thus  seen  to  be  a  problon  in  interest  caloilation. 

The  &cts,  then,  are  as  follows:  Maturity  value,  (400.00;  discount, 
$4.00;  in<e8ent  value,  ¥396.00.  fVom  these  facts  the  journal  entry  is  easily 
constructed,  as  shown  in  Figure  21. 
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Flgnra  21.     Ducountimq  Cubtomb's  Non 

Here  we  express  the  fact  that  we  have  received  a  $400.00  addition  to 
our  Notes  Receivable,  that  $396.00  of  the  preexisting  Accounts  Receivable 
has  been  canceled,  and  that  by  accepting  this  note  in  lieu  of  cash  in  hand 
we  have  earned  $4.00. 

As  in  Case  1,  the  money  for  the  earning  is  not  received  until  the  note 
is  paid,  bat  we  know  that  this  does  not  alter  the  present  entry,  for  earn- 
ings are  shown  when  earned,  not  when  collected;  and  expenses  are  shown 
as  costs  when  incurred,  not  when  paid.  The  cash  entry  made  later  when 
the  note  is  paid  is  given  in  Figure  22. 
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Figure  22.     Cosiomb's  Non  Paid 
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In  this,  Jt  will  be  observed  that  the  entry  te  be  made,  in  connection 
^vith  a  note,  is  not  affected  by  the  fact  that  the  note  has  been  discounted. 

Case  3.    Discoontfeng  -Castenm's  Note  by  TnuisferrinK  -to  a  Oeditor. 

Assume  that  thirty  days  after  receiving  the  above  note  (Case  2),  we  turn 
it  over  to  someone  we  owe,  at  its  then  present  valoe.  '  Discount  at  6  per 
cent. 

The  calculation  is  the  same  as  in  Case  2,  the  only  change  being  in  the 
"time"  element.  The  present  value,  as  before,  is  the  maturity  value  less 
the  discount  for  the  unexpired  time.  The  facts  are  these:  maturity  value. 
$400.00 ;  discount  (for  30  days) ,  $2.00 ;  present  value,  $398.00.  These  facts 
are  journalized  in  I^^gure  23. 
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Flgarc  23.    Transfer  of  a  Note  Previously  Discounted 


H^e  we  give  up  a  note  with  a  maturity  value  of  $400.00,  but  we  are 
not  allowed  that  much  for  it,  since  the  creditor  is  now  in  the  position  we 
were  in  in  Case  2,  and  he  will  not  be  willing  to  defer  payment  unless  com- 
pensated.  On  our  side,  the  two  dollars  deducted  in  finding  the  present 
worth  becomes  an  expense,  since  we  part  with  a  $400.00  value,  and  only 
discharge  $898.00  of  the  debt  thereby. 

Our  relation  to  this  note  has  been  that  we  received  it  from  a  customer 
in  discharge  of  his  debt;  that  we  held  the  note  for  30  days;  and  that  we  in 
turn  gave  the  note  over  to  one  of  our  creditors  in  discharge  of  our  debt. 
When  originally  received,  the  note  was  valued  at  $396.00  and,  if  we  had 
held  it  until  maturity,  we  would  have  received  $400.00  for  it,  thereby 
earning  $4.00.  But  we  hold  it  for  one  month  only.  We,  therefore,  cannot 
expect  to  earn  the  full  $4.00,  as  our  creditor,  if  he  holds  the  note  for  the 
remainder  of  the  time,  will  also  expect  to  earn  something.  The  journal 
entry  for  Discount  under  Case  2  is  based  on  the  assumption  that  we  will 
hold  the  note  to  maturity  and  earn  $4.00.  The  journal  entry  above  in 
Case  8  shows  $2.00  debited  to  Interest  Expense  to  express  the  fact  that 
our  income  is  $2.00  less  than  it  was  previously  calculated  to  be.  With 
$2.00  in  Interest  Expense  and  $4.00  in  Interest  Income  the  net  reenlt  la 
that  we  have  earned  only  $2.00.  This  is  equivalent  to  interest  on  oar 
money  during  the  one  month  in  which  it  was  invested  in  the  note. 
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If  we  turned  the  note  (in  Case  3  above)  over  to  our  bank  instead  of  a 
creditor,  the  entries  would  be  nearly  the  same.  The  debit  to  Accounts 
Payable  would  be  replaced  by  a  debit  to  cash  or  bank,  other  items  remain- 
ing  the  same  as  in  the  last  journal  entry  above. 

There  are  other  cases  in  connection  with  the  discounting  of  notes  still 
to  be  considered.  They  are  simitar  to  Cases  2  and  S,  bat  they  are  different 
in  that  these  new  cases  involve  the  discounting  of  interest-bearing  notes. 

Case  4.  Discounting  Customer's  Interest-Bearing  Note.  On  April  1, 
1922,  we  discount  a  customer's  60-day  note  (face,  $500.00,  with  interest  at 
5  per  cent) ,  and  apply  the  proceeds  to  the  partial  settlement  of  his  account 
with  us.    liie  discount  rate  is  6  per  cent. 

You  should  observe  here  that  the  calculations  of  discount  on  an  interest- 
bearing  note,  and  on  a  noninterest-bearing  note  differ  slightly.  The  dif- 
ference lies  in  the  amount  used  as  "principal." 

It  has  been  pointed  out  that  discount  was  calculated  on  "maturity 
value,"  as  the  principal.  That  holds  true  whether  the  note  bears  interest 
or  not,  but  the  maturity  value  of  an  interest-bearing  note  is  not  the  same 
amount  as  it  would  be  if  the  same  note  were  noninterest-bearing.  A  note 
which  bears  interest  accumulates  that  interest  day  by  day  until  maturity. 
At  that  last  date  when  the  note  is  due,  the  interest  on  it  is  due  as  well,  so 
it  may  be  said  that  the  note  is  worth  at  that  time  the  face  value  plus  the 
interest. 

The  maturity  value,  then,  of  an  interest-bearing  note  is  the  sum  of  the 
face  value  and  the  interest;  the  maturity  value  of  a  noninterest-bearing 
note  is  only  the  face  value. 

The  calculations  for  the  transaction  given  above  are  as  follows : 


(499.18  present  worth  of  note,  or  amount  of  credit  allowed  customer. 

The  entries  on  our  books  will  appear  as  in  Figure  24. 
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The  87  cents  credited  to  Interest  and  Diacoant  Aocoont  is  the  difference 
between  the  nnearned  interest  $4.17  and  the  earned  interest  ^.04.  This 
87  cents  represents  the  net  MmJTig  that  we  make  on  the  transaction.  We 
receive  a  note  that  bears  interest  at  6  per  cent,  and  give  the  customer 
credit  for  the  maturity  value  (face  value  plna  interest)  minus  a  6  per  cent 
discount.    The  extra  1  per  cent  is  an  earning  for  us. 

A  similar  case  more  often  met,  is  one  in  which  onr  customer  indorses 
over  to  us  an  intorest-bearinsr  note  he  has  received  from  a  third  party 
some  time  previous. 

Assume  that  John  Henderson  (our  customer)  owes  us  $800.00,  and  in 
partial  settlement  of  his  account  indorses  over  to  us  the  note  he  holds 
from  J.  P.  Kline.  This  note,  dated  October  25, 1921,  is  to  run  for  60  days ; 
it  is  for  the  amount  of  $600.00  and  draws  interest  at  the  rate  of  6  per  cent. 
It  is  indorsed  over  to  us  on  November  3  at  a  discount  rate  of  6  per  cent. 
The  calculations  preceding  the  formation  of  the  entries  are  as  follows; 

¥600.00  foM  Taloe. 

6.00  interest  at  6  per  cent  for  60  dayo.    (Unearned.) 

$605.00  matarlt;  value. 


$599.86  present  vorth,  or  amount  allowed  Henderson  on  the  note. 

A  brief  analysis  will  now  make  clear  the  accounting  entries  to  be  made 
from  the  facts  shown  in  the  above  calculation. 

We  have  acquired  a  note  with  a  maturity  value  of  $605.00.  To  show 
this  fact  properly  in  our  accounts,  it  is  necessary  to  show  the  Notes 
Receivable  Account  increased  $600.00.  Thus,  our  ledger  is  made  to  indi- 
cate that  we  are  ultimately  to  receive  $600.00  from  the  settlement  of  the 
note.  The  $5.00  Interest  is  still  unearned,  but  if  we  hold  the  note  until 
maturity  we  can  expect  to  receive  this  amount  also.  Some  accountants 
would  in-efer  to  set  up  this  $5.00  as  Interest  Receivable,  and  offset  it  with 
the  f  uU  amount  of  discount. 

Altho  we  have  thus  acquired  a  claim  to  a  future  payment  of  $600.00, 
we  cannot  afford  to  give  our  customer  (Henderson)  credit  for  this  amount, 
because  our  money  will  be  tied  up  in  this  note  until  December  24.  We 
therefore  deduct  a  discount  of  $5.14  for  the  unexpired  time  as  our  com- 
pensation for  waiting  still  longer  for  our  money.  This  discount  is  an 
earning.  It  is  offset  by  the  unearned  Interest  of  $5.00.  The  net  amount  is 
14  cents,  on  the  credit  side.  As  such  it  should  be  credited  to  an  income 
account— Interest  Earned  in  this  case.  The  present  value  of  the  note  is 
the  amount  we  can  afford  to  allow  Henderson  credit  for.  Assembling  these 
debits  and  credits,  we  have  the  entry  set  up  in  Figure  25. 
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Other  cases  might  be  presented  involving  the  discounting  of  interest- 
bearing  notes,  but  the  pnnciple  of  calculating  discount,  and  the  entries 
necessary  on  the  books,  will  virtually  be  the  same. 

If  you  understand  fully  the  fundamental  principles  illustrated  in  the 
foregoing  cases,  you  will  know  how  to  handle  these  transactions  as  they 
occur.    For  your  convenience,  a  summary  of  these  principles  follows : 

1.  Interest  la  calculated  on  the  face  value  for  the  time  the  note  U  to  nn. 

2.  Discount  is  calculated  on  the  maturity  value  for  the  unexpired  time  the  note 
has  yet  to  run. 

3.  Maturity  value  is  the  sum  of  the  face  value  and  the  total  interest. 

4.  Present  worth  is  the  maturity  value  less  the  discount. 

6.  Hie  unexpired  time  the  note  has  to  run  is  calculated  from  the  daU  of  dis- 
count to  the  due  date,  counting  in  only  the  due  date,  and  not  the  date  of 
discount. 

m.  SPECIAL  BOOKS  FOR  PROMISSORY  NOTES 
Notes  Receivable  and  Payable  Books.  Little  has  been  said,  thus  far 
in  this  assignment,  on  the  various  ways  of  handling  note  transactions  in 
the  special  books  of  original  entry.  Most  of  the  entries  have  been  made  in 
the  general  journal,  because  that  is  the  way  they  are  handled  when  a  busi- 
ness handles  only  a  small  number  of  notes.  When,  however,  the  volrnne  of 
note  transactions  is  large,  special  books  may  be  used  to  advantage  as 
shown  in  Figures  26  and  27. 

Used  as  Posted  Mediums.  These  books  are  provided  with  special 
columns  in  which  is  recorded  all  important  information  in  detail.  In  the 
case  of  notes  receivable,  one  wants  such  facts  as  the  date  received,  the 
party  from  whom  a  note  is  received,  the  face  amount  of  the  note,  the 
amount  of  interest  accrued  at  date  of  acquisition  (if  it  has  been  trans- 
ferred to  someone  other  than  the  original  payee),  the  name  of  the  maker, 
the  date  of  issue,  the  time  to  run,  the  rate  of  interest,  date  of  maturity, 
where  payable,  and  other  facts  showing  whether  the  note  was  left  with  a 
bank  for  collection,  the  date  paid,  or  the  fact  that  it  was  dishonored,  if 
such  is  the  case,  etc. 

At  the  end  of  the  period  or  oftener  the  notes  receivable  debited  column 
is  totaled,  and  the  amount  is  posted  as  a  debit  to  the  Notes  Receivable 
Account  in  the  ledger.  The  corresponding  credits  are  made  to  the  proper 
accounts — Sales  Account  in  the  case  of  sale,  and  to  the  customer  in  case 
of  the  settlement  of  account,  etc. 
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Notes  Payable  Book 

Figura  27.    You  will  notice  that  the  notes  payable  book  has  columns  simitar  to  those 
in  the  notes  receivable  book,  except  the  colnmns  headed  "When  Given"  and  "For  What 


(Forms  continued  on  opposite  p&se.) 
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The  column  "Amount"  br  .totadod  abthe  end  of  the  month,  and  the 
total  is  posted.as  aiiredtt  to  the -Notes -Payable  Account  in  the  ledgec- 
The  debits  are  made  to  Cash,  Creditor's  Account,  Purchases,  or  any  other 
proper  accoanfc- ' 

Note  9bc^  TTsed  as  Memorandum'  Records.  Most  buaihesses,  however, ' 
prefer  to  use  the  noted  receivable  and  payable  books  merely  as  subsidiary 
records  foV  inference  purposes  only.  In  such  a  case,  the  notes  are  entered 
both  in  the.r«)te  books  and  the  general  journal,  but  posted  item  by  item 
from  the  general  journal. 

Special  Columns  for  Notes.  If  special  columns  for  notes  are  used  in 
the  general  journal  and  cash  book,  it  is  well  to  have  a  special  column  in 
the  journal  for  notes  receivable  and  another  for  notes  payable.  This  pre- 
vents the  necessity  of  posting  each  note  separately,  since  the  total  of  each 
column  is  posted  at  the  end  of  the  month. 

It  may  also  be  desirable  to  have  a  special  column  for  notes  receivable 
on  the  receipt  side  of  the  cash  book  for  all  cash  received  on  notes  from 
customers,  and  a  column  for  notes  payable  on  the  disbursement  side  of 
the  cash  book  for  all  payments  on  notes  payable  to  creditors.  This,  how- 
ever, depends  upon  the  volume  of  such  transactions.  The  total  of  the  notes 
receivable  column  in  the  cash  boOk  is  pOatecL  as  a  credit  to  the  Notes 
Receivable  Account,  and  the  total  of  the  notes  payable  column  is  posted 
aa  a  debit  to  the  Notes  Payable  Account. 
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.    :     PROBLEa^  TO  BE  SOLVED  V^TH  ASSIGNMENTll 

The  following  problems  we  typical  of  sitnatiioiis  which  you  will  find  in 
actual  business.  The  problems  are  based  on  tbe  principie§  explained  in 
the  discussion  of  this  assignmeiit  and  it  is  essentia,  therefore,  to  become 
thoroly  familiar  with  the  details  of  the  lesson  before  you  attempt  to  solve 
the  invblems. 

1.  On  June  1,.  1921,  the  B.  E.  Smith  Conmaoy  receives  a  invmissory 
note  &om  Robert  Brown,  one  of  its  customers,  for  $500.00,  payable  in 
60  days.   This  note  is  given  to  apply  on  Robert  Brown's  account. 

roper  form,  and  fill  it  oat  a&  ii  would  appaar,  ready  to  hei 
I.  P.  Smith  Company;  ■  '        ■    '.    '7.,., 

(b)  At  the  time  this  note  is  delivered  June  2,  1921,  what  entry,. eliou^d  be  made 
on  the  books  of  B.  F.  Smith  Company? 

(c)  What  entries  are  made  on  the  books  of  Kobert  Brown? 

2, .Dd,  Julyl,  th^  B.  F.. Smith  Compaqy  discounts  thi^  note,  at  the 
FirstjNatiomu  Bwik.:-.The  rate  ^of  discount/ia;6  per  teiitv,     ,/l,  ..^, 
..[R)  .  U  the  B.  F.Smitti  CMnpAnEindorses.thitf  note  "in  ftdl."  hoivir)^  tti«:indotee' 
ment  read.?  ■  , ,  -......-..      ■-,-■;-' 

(b)    How  does  this  indorsement  affect  the  accounting  i^ordsT^   ,   \.-}  ■.■  -..-_. 

3.  At  the  time  of  discounting  this  note  at  the  bank,     ...,;.; 

(a)  Wbat  entry  is  made  on  the  books  of  B.  F.  Smith  Company  ? 

(b)  What  entry  is  msd#im  the  'bottksof  iliie>bankT'  "-- 

4.  On  December  31,  1921-k'Miw  Greert  rwei^eB'  $197.00  from  the  bank 
at  the  time  of  discounting  luB^tnm  $2»he0  note,'  payable  in  90  days— 

(a)  What  rate  of  "dfecoiffit  wai  i-p^/tfeSt  v.Shqw  talc^atiiJh. 

(b)  What  entry  Is  made  oh  Hr.''Gre^tPirbt>okl''At  the  time  Of  discounting  his  note? 

5.  Open  ledger  accounts  iTor  Cash,  Interest,  and  Discount,  iioUx  Re- 
cei^ulde,  Notes  Payable,  and  any  other  accounts  that  are  necessary  for 
the  following  transactions.  Journalize  the  transactions  first;  but  you  are 
not  required  to  send  in  the  journal  entries.  Send  in  the  ledger  accounts. 
In  these  aoeoimts  enter  the  following  transactions: 

U21 
Sept.    1. — ^You  have  on  hand,  cash  $2,000.00,  and  notes  of  customers  $4,000.00.     Cus- 
tomers owe  yon  $400.00  on  open  account.    You  ftlso  owe  creditors  on  notes 

amounting  to  $8,000.00. 
Sept    2. — Keceived  C.  Leonard's  check  for  1400.00  in  payment  of  his  60-day  note,  due 

to-day. 
Sept.    S.^ — Paid  A.  EotUer  $650.00  for  your  80-day  note,  due  to-day. 
Sept.    6.— Sent  check  for  $1,016.00  to  M.  Hogan  In  payment  of  90-day  note,  $1,000.00, 

and  interest  at  6  per  cent,  due  to^y. 
Sept.     7. — Keceived  Avm  Horace  George  a  check  for  $10.00,  two  months'  interest,  at 

6  per  cent,  due  to-day  on  his  note  of  $1,000.00. 
Sept.    8.<— Discomited  at  the  bank,  William  Hodgeman's  90-day  note  of  $500.00,  dated 

July  8,  19^  and  received  credit  for  the  proceeds.    Kate  of  discount  is  7 

per  cent.    We  indorsed  the  note  "in  full." 


d.>.Coo«^le 


Sept.  12.— itenhad  at  Its  pnMot  vmltM.  m  ■ix-nuntlui'  prwninarr  notB  tor  9S20J» 
from  B.  WniUius,  to  appt;  on  Us  kcconat.  XMacount  rate  i>  6  p«  eest 
Tho  note  it  datwl  Angvat  IS,  and  bMra  inttrMt  at  6  pvr  coat.  It  ii  in- 
dorsed in  fiill  b;  the  maker,  F.  Webstw. 

Sept.  16.— Paid  tSOJM  to  Walter  Lane,  as  intereat  for  aix  moBtba  dne  to-d^  on  yov 
note  to  him  for  tlfiOOM. 

S^t  21.— Recdved  from  T.  Logan  18.00,  six  months'  intereat  on  his  note  of  flOOOO. 

S^t  22_BeTrowed  (1,000.00  tima  the  banli  on  a  demand  note,  bearing  6  per  ant 


r  ant  i 

B  was  i 

«  per  ^ 


Sept  28.— Beoeived  notke  that  J.  Francis  refused  to  pay  Us  |800.00  note. 
Sept  90.— BeeeiTBd  notice  ftom  the  bank  Uiat  B.  Kendall's  note  fw  912GJW.  left  with 
ttM  bank  for  colleetioii,  has  been  collected  and  the  amount  credited  to  yo«r 


Optional  Problems 

niese  proUons  are  given  in  order  that  you  may  have  additional 
practice  la  Interest  calculation.  If  you  are  entirely  confident  that  you 
ndly  imd«rst«nd  interest  and  discount  calculation  you  need  not  solve  them. 
11,  howev^,  yon  are  the  least  bit  "rusty"  on  this,  we  suflTgest  that  solutiom 
be  prepared  and  sent  in. 

Find  the  interest  on: 

1.  teso  tut  110  daya  at  «  per  cent 

2.  $125  fw  812  4mjw  at  7  per  cent 
8.  |S4Si  far  ST  days  at  5  per  cwt 

«.  mo  fW  8  aunttu  at  7  p«  emit 

S.  17^00  Cor  SM  moaths  at  6  per  cant 

«.  $876.75  for  IS  montiu  at  4H  per  cent 

Show  your  work  in  each  case  if  yon  dioose  to  send  in  adntioiiB. 
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DRAFTS,  TRADE  ACCEPTANCES  and 
BILLS  of  LADING 


''  I  'HE  successful  accountant  must  almost  instinctively 
•*-  sense  what  is  demanded  by  the  business  executive. 
This  is  a  most  Impoitant  qualification.  If  he  can  suc 
.  ceed  in  disclosing  the  contributing  causes  of  the  success 
or  possible  failure  of  a  business,  there  is  a  fertile  field  of 
operation  that  will  insure  a  reward  commensurate  with 
the  efforts  put  forth. 

H.  Hough 

ComptrolUr.  Tht  B.  F.  Goodrich  Co. 


LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  General  Ledger 

4.  Ctosing  the  Ledger 

5.  The  Jonmal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  The  Ca^  Journal 

8.  Merchandise  Records — ^The  Purchase  and  Sales  Journals 

9.  Subdivision  of  the  Ledger 

10.  Columnization 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Bot^s  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollect  able  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissolution  Problems — ^Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 
2!.      Corporation  Accountinc — Reorganizations — Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Overhead 

Distribution 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analyses  of  Financial  Statements — General  Review 
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DRAFTS,  TRADE  ACCEPTANCES,  AND  BILLS  OF  LADING 

In  the  preceding  assignment,  we  mentioned  the  following  two  ways 
in  which  promissory  notes  facilitate  business  operations. 


Open  accounts  have  always  been  more  or  less  of  a  financial  problem, 
because  they  tie  up  a  large  amount  of  capital ;  not  only  are  they  uncertain 
as  to  time  of  payment,  but  they  often  involve  much  expense  before  they 
are  collected.  In  fact,  many  open  accounts  are  never  paid.  As  a  result, 
business  men  have  made  extensive  use,  not  only  of  promissory  notes,  but 
also  of  other  documents,  such  as  drafts  and  trade  acceptances,  for  the 
reason  that  a  debtor,  it  has  been  found,  attaches  more  importance  to  his 
obligations  where  there  is  some  physical  evidence  of  it  which  is  trans- 
ferrable. 

How  Drafts  Differ  from  Promissory  Notes.  A  draft  is  a  written  order 
by  one  person  to  another  person,  requiring  him  to  pay  a  certain  sum  of 
money  to  a  third  party.  It  differs  from  the  promissory  note  in  that  it  is 
an  order  to  pay,  instead  of  a  promise  to  pay.  There  are  three  parties  to 
a  draft :  the  drawer,  the  drawee,  and  the  payee.  Very  commonly  in  prac- 
tice the  draft  is  payable  to  "ourselves"  (see  Figure  12).  In  that  case  the 
drawer  and  the  payee  are  one  and  the  same  party. 

Varioos  Kinds  of  Drafts.  Drafts  may  be  classified  as  to  date  of  pay- 
ment into  two  groups,  sight  drafts  and  time  drafts.  A  sight  draft  states 
that  the  drawer  orders  the  drawee  to  pay  a  certain  sum  of  money  to  the 
payee  "at  sight."  This  means  that  the  holder  of  such  a  draft  can  present 
it  any  time,  like  the  holder  of  a  demand  note,  and  the  drawee  will  be 
expected  to  pay.  In  other  words,  the  debt  is  past  due  and  the  drawer 
wishes  it  paid  upon  presentation.  The  sight  draft  is  a  great  aid  in  collect- 
ing delinquent  accounts. 

The  time  draft  as  opposed  to  the  sight  draft,  specifies  a  fixed  or 
determinable  time  when  the  amount  is  to  be  paid.  For  example  a  time 
draft  drawn  "60  days  sight,"  means  "60  days  after  the  draft  has  been 
accepted  by  the  drawee."  "Sixty  days  after  date"  means  that  the  account 
is  payable  60  days  from  the  date  of  the  draft.  When  the  draft  has  been 
accepted  it  is  proper  to  refer  to  it  as  an  "acceptance."  This  is  in  accord 
with  modem  business  usage. 

Drafts  may  also  be  classified  as  "commercial"  or  "bank,"  depending 
upon  who  the  drawee  is.  If  one  person  draws  on  another  individual  to 
pay  a  third  party,  we  usually  call  the  draft  "commercial."  If  one  bank 
orders  another  bank  to  pay  a  certain  sum  of  money  to  a  third  party,  we 
speak  of  it  as  a  "bank  draft." 
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Form  of  Draft.  Drafts  are  set  up  in  various  forms  according  to  the 
nature  of  the  transaction  and  the  tains  of  agreement.  Business  prac- 
tice, however,  has  adopted  more  or  less  standard  forms,  which  will  be 
reproduced  thruout  this  assigiunent. 

Assume  for  purposes  of  illustration  that  Ames  owes  1200.00  to  Clark, 
and  Bates  owes  Ames  $100.00. 

The  draft  as  drawn  by  Ames,  will  cancel  Bates'  indebtedness  entirdy 
and  partly  cover  his  own  debt  to  Clark. 


^_MSS—  tf^^.^  (/^ 


(?  '    — 


FiftUK  1.    In  this  draft  Ames  is  the  drawer;  Bates  is  the  drawee  or  payer,  and  Clark 

is  the  payee.    Note  where  the  name  of  each  party  appears  on  the  draft.    What  Idnd 

of  a  draft  is  this — sight  or  time,  commercial  or  bankT 

As  it  stands,  this  draft  is  merely  a  request  or  order.  It  does  not  bind 
Bates  to  pay  Clark,  hence  no  entry  should  be  made  on  the  books.  The  draft 
is  not  binding  until  Bates  writes  across  the  face,  "Accepted,  January  6, 
1922,"  and  signs  his  name  below. 

The  Accepted  Draft.  The  draft  as  it  now  appears  in  Figure  2  is  called 
an  accepted  draft  or  "acceptance."  By  accepting  the  draft.  Bates  obli- 
gates himself  to  pay  Clark  $100.00.  The  draft  is  now  virtually  the  same 
as  a  promissory  note,  because  Bates  promises  to  pay  a  fixed  amount  at 
a  determinable  time.  It  becomes  a  note  payable  to  Bates,  and  a  note  re- 
ceivable to  Gark.  If  Bates  does  not  pay,  then  Ames  is  expected  to  pay. 
In  other  words  Ames  has  a  contingent  liability,  just  as  if  he  were  the  first 
indorser  of  a  promissory  note. 

After  the  draft  is  accepted.  Bates  either  returns  it  to  Ames,  who 
passes  it  on  to  Clark,  or  Bates  sends  it  directly  to  Clark.  In  any  case, 
Clark  becomes  the  holder  of  the  draft  and  the  payee,  unless  he  in  turn 
transfers  it  to  another  party.  A  draft  may  thus  pass  thru  the  hands  of 
many  persons  before  maturity,  and  the  last  holder  then  becomes  the 
payee. 

Assignment  12,  Page  2 
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Thi  Accgftkd  Dbatt 
Figure  2.     Sixty  days  after  sight  means  60  days  after  acceptance.     Henc«,  it  is  n 


9ary  to  include  the  date  in  the  acceptance  written  s 


i  the  draft. 


Entries  <ni  Bodis  for  Accepted  Draft.  Since  the  acceptance  of  a  draft 
represents  a  valid  business  transaction,  it  should  be  recorded  on  the  boolcs 
of  the  various  parties  concerned.  The  entries  that  follow  record  the  facts 
for  each  step  of  the  procedure: 

1.  On  Books  of  Ames,  the  Drawer.  There  are  two  possible  ways  of 
making  the  entry  on  Ames'  books. 

(a)  The  customary  way,  which  is  incomplete. 

(b)  The  more  accurate  way. 

The  customary  entry  on  Ames'  books  would  cancel  in  part  Ames'  in- 
debtedness to  Clark,  and  cancel  entirely  Ames'  claim  on  Bates,  as  shown 
in  Fisrure  3. 


DATE 

POL. 

EXPLANATION 

DEBITS 

CREDITS 

U33 
in. 

. 

Clirk 

Bit«i 
Btt«t  icc»ptt  our  draft  to  pi^  Clark 

.. 

00 

100 

DO 

Entry  fob  Accepted  Draft 

Ptgnre  3.    This  entry  is  very  commonly  made,  but  it  is  incomplete  because  it  does  not 

bring  Ames'  contingent  liability  on  the  books.     There  will  be  nothing  to  show  that 

Ames  will  have  to  pay  Clark  if  Bates  fails  to  pay. 

A  more  accurate  method  is,  therefore,  desirable,  because  it  shows  the 
contingent  liability,  and  analyzes  the  transaction  more  clearly  step  by  step. 


1.     When  Bates  accepts  the  draft. 


AsBignment  12,  Page  3 
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1933 
JlQ. 

« 

Kot«a  SecsinblB 
Bttas  accepts  ear  draft 

100 

00 

100 

H 

Avarant  Mithod  or  RbccboinQ  Accepted  Dbaft 

Figure  4.  When  Bates  accepts  the  draft,  the  draft  becomes  a  note  payable  for  BatM. 
In  otber  words  it  amounts  to  the  same  thing  as  if  Bates  were  to  give  Ames  his  own 
note.  That  is  why  Notes  Receivable  Account  is  debited  by  Ames.  Bates'  account  ia 
credited,  because  his  indebtedneBS  to  Ames  on  open  account  is  settled  by  the  accepted 
draft. 

2.  When  the  accepted  draft  is  received  by  Clark.  As  soon  as  the  ac- 
cepted draft  is  transferred  to  Clark.  Ames'  debt  to  Clark  ia  reduced  by 
$100.00  (the  original  debt  was  $200.00),  and  Ames  assumes  a  continent 
liability.    Hence  the  entry  in  Figure  5. 


-R55 
Jan. 

7 

Clark 

Hatea  Stceifabls  Diacounted 

To  atiD*  contingant  liablHtT  laauasd  wban 
Clark  racaivaa  our  draft  aoeaptad  by  Bataa. 

100 

00 

100 

10 

FiQUBB  S — Entbt  When  Accxptb)  Drapt  Is  Rksitb 

3.  Entries  on  books  of  Bates,  the  drawee.  When  Bates  accepts  the 
draft,  his  debt  to  Ames  is  canceled,  but  in  place  of  it,  another  liability  is 
assumed,  which  is  virtually  the  same  as  a  note  payable.  The  entry  in 
Figure  6  should  therefore  be  made  on  Bates'  books. 


T553 

Jan. 

e 

Kotaa  PayabU 

to  cancel  debt  to  laea  and  record  nea  lia- 
bility to  Clark,  aaauaed  by  accepting 
Aaea'  draft. 

100 

00 

100 

00 

FiQuRE  6— Entbt  bt  Dbawes 

4.  Entries  on  books  of  Clark,  the  payee.  When  Clark  receives  the 
accepted  draft,  he  acquires  a  new  asset,  and  his  claim  on  Ames  is  reduced 
by  $100.00.    Accordingly,  Clark  will  make  the  entry  of  Figure  7. 

Assignment  12,  Page  4 
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Jtn. 

7 

lot<g  R*ciinbl« 

Ansa 

Rtciivad  dnfb  iceipttd  bjr  BaU«,  to  apply 
on  icconnt  for  Anoi. 

100 

DO 

100 

DO 

FimjRH  7— Entot  bt  PAm 

Entries  Necessary  When  Draft  Is  Paid.  We  will  now  assume  that 
Bates  pays  Clark  $100.00  on  March  6,  1922.  When  he  pays  this  to  Clark, 
Bates  makes  an  entry  in  his  cash  disbursement  book,  from  which  the 
item  will  be  posted  as  a  debit  to  the  Notes  Payable  Account. 

On  Clark's  records,  the  receipt  of  $100.00  will  be  entered  in  the  cash 
receipts  book,  and  posted  as  a  credit  to  the  Notes  Receivable  Account. 

Ames'  records  will  also  be  affected  when  Bates  pays  Clark  $100.00, 
since  the  contingent  liability  now  ceases  to  exist  for  Ames.  If  Ames 
receives  no  notice  within  a  reasonable  time  after  the  date  of  maturity, 
to  the  effect  that  Bates  refuses  payment,  Ames  is  justified  in  taking  the 
contingent  liability  from  his  books.  The  entry  of  Figure  8  will  therefore 
be  made  on  Ames'  books. 


Hir. 

[7 

Kotet  RocaiTibla  Diaconotad 

Hotoi  BocoiTsbls 

BatM  paid  Clirk  1100.00  on  tba  dnft 
locopted  JiQ.  e,  1933. 

100 

DO 

100 

DO 

FiGUBB  8— Enibt  bt  Drawes  When  Draft  Is  Paid 
What  Entries  Are  Made  in  Case  the  Draft  Is  not  Paid  by  Drawee.    In 
case  Bates  refuses  to  pay  Clark  on  March  6,  1922,  entries  are  made  in 
the  same  way,  as  explained  in  Assignment  11,  page  9,  for  dishonored 
notes.    Briefly  stated,  the  following  entries  are  necessary. 

1.    On  the  books  of  Clark,  the  payee,  as  given  in  Figure  9. 


T«5 

Ibr. 

e 

iHos  or  DiihoDond  KoUa 

■otoi  RoceiTiblo 
BtUB  rofaias  to  par  Ui.  Jnoi 

dnft. 

100 

Z 

'" 

DO 

FiouBB  9— Enist  bt  Pavbb  When  Dratt  Is  Dibhonoibd 

2.    On  the  books  of  Ames  when  he  pays  Clark. 

If  Ames  pays  Clark  $100.00  on  March  6,  1922,  Ames  will  make  the 
tdUoyring  entries : 

Assignment  12,  Pse«  6 
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(a)  In  the  cash  disbursements  book,  he  will  enter  the  $100.00  cash 
payment.  From  the  cash  book,  the  item  will  be  posted  as  a  debit  to  the 
Notes  Receivable  Discounted  Account,  since  the  contingent  liability  has 
now  become  a  real  liability. 

(b)  Ames  will  now  look  to  Bates  for  pa}mient,  and  will  therefore 
make  the  entry  in  the  journal  of  Figure  10. 


DATE 

FOL. 

EXPLANATION 

DEBITS 

CREDITS 

1939 
Htr. 

7 

BaUB 

Notsi  RteaiTabU 

To  record  tba  claim  aa  Batei,  on  account 
of  refuBsl  to  paj  drtft  to  Clsrk 

100 

00 

100 

00 

FicuBB  10— Entst  bt  Dhawis  When  Dbafi  Is  Dibbonobxd 

Entries  for  Discounted  Drafts.  Drafts  that  are  negotiable  can  be 
transferred  by  indorsement  from  one  party  to  another,  just  like  negotiable 
notes,  as  explained  in  Assignment  11. 

If  we  assume  that  Clark,  for  example,  takes  this  draft  to  the  bank  on 
January  21,  he  will  receive  the  proceeds,  i.e.,  the  face  value  of  the  draft, 
$100.00,  less  interest  for  45  days,  or  from  January  21  to  March  6.  If  the 
rate  of  discount  is  6  per  cent,  Clark  will  receive  $99.25. 

He  will  make  the  entry  in  his  cash  book,  reproduced  in  Figure  11. 

Cash  Book  (Recbiptb) 


DATE 

KP. 

Account 
Credited 

Genenl 

AoMMinta 

Reoeiyable 

Ct. 

Net 
Cash 

Total 

Jan. 

21 

Roiaa  Racsivabla 

DiBcouQted 

*Interaat  and 
Diacount 
*  Entry  in  Rad  Ink 

Draft  fro. 
Hr.  Bataa 

100 

00 
76 

08 

25 

I^ouBB  11— Entot  n»  DincouMm  Dratt 

When  Bates  pays  the  bank  at  maturity,  both  Ames  and  Clark  will 
cancel  their  contingent  liabiUty  by  the  same  entry  as  was  shown  in  Fig- 
ure 8. 

Commercial  Draft  Payable  to  Drawer's  Own  Order.  In  the  time 
draft  given  above  three  different  persons  were  involved :  Ames  drew  on 
Bates  in  favor  of  Clark,  and  the  draft  is  not  payable  until  March  6,  1922. 
Drafts  frequently  are  used  for  collection  purposes,  involving  two  i 
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one  of  whom  represents  two  parties.  In  such  a  case,  the  drawer  will  or- 
der another  party  to  pay  a  certain  amount  to  himself,  as  illustrated  by 
the  following  draft,  or  as  frequently  happens,  to  the  drawer's  bank.  The 
draft  is  a  commercial  sight  draft  and  appears  as  shown  in  Figure  12. 


..   >M/'.9fU<..R,-^i)S£. 


CouMnicuL  Drait  to  Pay  Onbsei^ 
Fisnte  12.    A.  Merchant  &  Co.  is  both  the  drawer  and  th«  payee,  and  A.  Customer  is 
the  drawee.    A.  Merchant  A  Co.  will  probably  deliver  this  draft  to  its  bank  for  col- 
lection.   The  bank  will  ttien  present  ttie  draft  to  A.  Customer  for  payment. 

Usually  the  drawee  will  arrange  to  pay  such  a  draft  immediately  upon 
presentation  to  avoid  any  impairment  of  his  credit.  The  bank  will  charge 
a  small  amount,  to  cover  collection  charges,  and  credit  A.  Merchant  &  Co. 
with  the  balance. 

Entries  for  the  sight  draft  are  not  made  until  the  draft  is  actually  paid. 

Trade  Acceptances.  Now  that  you  understand  the  meaning  of  the 
term  "acceptance,"  namely,  a  draft  accepted  by  the  drawee,  it  will  not 
be  difficult  for  you  to  understand  what  is  meant  by  trade  acceptances, 
which  are  becoming  very  popular  among  business  men.  A  trade  accept- 
ance is  an  acknowledgement  of  a  debt  by  the  buyer  in  favor  of  the  seller, 
for  merchandise  that  the  seller  had  placed  in  the  hands  of  the  buyer;  in 
other  words,  acceptances  arising  out  of  a  sale  of  commodities  are  known  as 
trade  acceptances.  Most  European  countries  have  been  using  trade  accept- 
ances for  a  long  time,  and  now  they  are  also  being  extensively  used  in  the 
United  States. 

Purpose  of  Trade  Acceptances.  Trade  acceptances  make  it  possible  to 
eliminate  to  a  great  extent  the  undesirable  open  accounts.  They  provide 
a  surer  method  of  collection.  They  ratify  the  sale  of  merchandise  and 
thus  prevent  any  disputes,  either  as  to  the  amount  or  the  date  of  pay- 
ment. They  are  considered,  according  to  the  Federal  Reserve  Act,  a  pre- 
ferred class  of  commercial  paper,  and  are  discounted  at  a  lower  rate.  Tliey 
insure  more  prompt  payment  by  the  purchaser,  because  he  values  his 
credit  standing  with  the  bank  much  more  highly  than  his  credit  on  open 
account  with  an  individual  or  business. 
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Aeconntliig  Procedure  for  Trade  Acceptances.  The  entries  to  be  made 
are  the  same  as  for  accepted  time  drafts  explained  on  page  4.  The 
trade  acceptance  becomes  a  note  receivable  to  the  seller,  and  a  note  pay- 
able to  the  buyer.  When  many  trade  acceptances  are  issued  and  received 
it  is  probably  better  to  record  the  acceptfmces  in  special  accounts,  called 
Trade  Acceptances  Receivable  and  Trade  Acceptances  Payable,  instead  of 
the  Notes  Receivable  and  Notes  Payable  accounts. 

Especially  is  this  desirable,  so  that  the  amount  of  Trade  Acceptances 
Receivable  may  be  shown  as  a  s«>arate  item  on  the  balance  sheet.  Bankers 
pay  considerable  attention  to  the  amount  of  Trade  Acceptances  Receiv- 
able on  a  balance  sheet,  as  compai^  with  Accounts  Receivable,  because 
from  this  comparison  the  banker  can  usually  determine  whether  or  not  a 
business  is  employing  sound  credit  policies. 

Another  reason  for  keeping  trade  acceptances  in  a  separate  account 
from  other  kinds  of  drafts  and  notes,  is  that  the  trade  acceptances  repre- 
sent obUgations  from  the  date  of  sale,  while  the  ordinary  time  drafts  and 
notes  may  represent  only  a  change  in  the  evidence  of  an  obUgation.  That 
is,  the  obligation  may  have  been  an  open  account  which  is  now  settled  by 
a  note  or  draft — merely  a  change  in  the  physical  evidence  of  the  debt. 

Special  books  may  also  be  used  for  trade  acceptances  similar  to  the 
notes  receivable  and  notes  payable  books.  These  records  would  be  called 
trade  acceptances  payable  and  trade  acceptances  receivable  books,  and  may 
be  used  as  posting  mediums  if  so  desired. 

If  discounts  are  allowed,  special  columns  may  be  included.  In  fact, 
three  money  columns  would  be  necessary.  For  example,  in  the  trade  ac- 
ceptances receivable  book,  these  three  columns  would  appear:  Sales 
Ledger  Account  Credit,  Sates  Discounts  Debit,  and  Trade  Acceptances 
Receivable  Debit. 

In  the  trade  acceptances  receivable  book  are  recorded  all  trade  accept- 
ances which  have  been  sent  to  customers  and  returned  properly  accepted. 
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In  the  trade  acceptances  payable  book  are  recorded  all  other  accept- 
ances which  have  been  receiv^  from  creditors  and  returned  to  them  pr^ 
erly  accepted. 

Bills  of  ZAding  with  Sight  Draft  Attached.  Another  convenient  in- 
strument intended  to  facilitote  collection,  is  the  bill  of  lading  with  sight 
draft  attached.  For  example,  an  order  may  be  received  from  a  customer 
who  has  a  poor  credit  standing,  or  who  may  be  a  new  customer  and  wishes 
the  goods  delivered  to  him  before  his  credit  can  be  looked  up. 

In  such  a  case  the  shipper  sends  the  invoice  directly  to  the  customer, 
and  sends  an  order  bill  of  lading  with  sight  draft  attached  to  his  own  bank 
for  collection. 

Then  the  bank  sends  the  draft  and  bill  of  lading  to  a  bank  in  the  city 
where  the  purchaser  lives.  It  is  necessary,  however,  that  the  sliipper's 
bank  indorse  the  bill  of  lading  and  draft  before  sending  it  to  the  buyer's 
bank.  When  this  bank  receives  the  Hill  of  lading  and  draft,  it  sends  a 
notice  to  the  consignee  requesting  payment.  The  buyer  then  goes  to  his 
bank,  pays  the  draft,  and  receives  the  receipted  draft  and  the  order  bill 
of  lading,  which  upon  being  properly  indorsed  entitles  him  to  receive  the 
goods. 

The  order  bill  of  lading  makes  it  possible  for  the  seller  to  retain  con- 
trol over  the  goods  until  the  buyer  actually  pays  for  them  at  delivery,  and 
at  the  same  time  provides  a  convenient  and  sure  method  of  collection.  It 
also  benefits  the  customer,  since  it  makes  possible  a  quick  delivery  of 
goods,  without  delay  on  account  of  looking  up  credit. 

Commertial  Paper  Considered  Same  As  Cash.  The  accountant  should 
also  be  famUiar  with  various  kinds  of  commercial  paper  that  are  accepted 
by  the  bank  as  money. 


WILBUR  LUMBER  CO.       "0.124 

Waukesha,  Wi»  Jan.  2  ipga 

Pay  to  the  order  nf    Southern  Mills  Co. ($257.g9> 

Two  hundred  fifty-seven  and 29/100  nnllapi 

To  FIRST  NATIONAL  BANK  Wilbur  Limber  Co. 

WAUKESHA.  WIS.  gy  H.  wilbur.  President 
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Cash  means  more  than  currency.  It  includes  checks,  bank  drafts,  ex- 
inress  money  orders,  travelers'  checks  and  postal  money  orders,  cashier's 
checks,  etc.,  all  of  which  are  used  extensively  in  business. 

When  any  of  these  instruments  are  used  in  business  transactions,  the 
accountant  should  consider  them  as  cash,  and  record  them  in  the  Cash 
Account. 

They  are,  however,  in  their  essentials  very  similar  to  the  ordinary 
sight  draft.  A  check,  for  example,  is  a  draft  on  a  depository  bank  to  pay 
another  party,  as  is  evident  from  Fig.  14  illustrating  a  check. 

The  certified  check  is  the  same  as  those  shown  in  Figures  14  and  15, 
except  that  it  carries  the  certification,  by  the  bank's  cashier,  that  the 
check  is  £^K>d,  and  the  bank  will  hold  the  amount  specified  on  the  check 
until  presentation  of  the  check  for  payment. 

The  certified  check  usually  bears  this  or  a  similar  certification. 


Accepted 
First  National  Bank 

E.   Jacobs, 

Cashier. 


A  cashier's  check  is  a  check  drawn  by  the  bank  upon  itself,  in  favor 
of  some  person  or  business. 


The  Wilbur  Lumber  Company  could  have  used  the  cashier's  check 
in  Figure  15. 

No.  124                                          Waukesha.  Wis.,    Jan.   2,    1922 

n 

The  First  National  Bank 

w 

Pay  t/i  t.h«  orHra-  nf      Southern  Mills  Co . 

1 

Two  hundred  fifty-seven  and 29/100  nnllnrs 

$257.29                                                     E.  Jacobs 

Cashier 

FiQURB  16— Cashier's  Check 
Another  kind  of  business  paper  considered  the  same  as  cash,  is  the 
bank  draft.  Bank  drafts  are  checks  drawn  by  one  bank  on  another;  in 
other  words  they  are  in  the  form  of  sight  drafts,  payable  upon  presenta- 
tion by  the  holder.  A  bank  draft  could  have  been  used  by  the  Wilbur 
Lumber  Company,  as  shown  in  Figure  16. 
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The  First  National  Bank 

Waukesha,  Wis,     January  2,   1922        No.  m 
Pay  to  the  order  nf          Southern  Mills  Co.  >257.29 

Two  hundred  fifty-seven  and 29/100  nnllarH 

To  FIRST  NATIONAL  BANKJ.  E.  Jacobs 

MILWAUKEE,  WIS.  S  CashleT 


FiQuBB  IB— The  Bank  Dbatt 

There  are  several  other  kinds  of  commercial  paper  commonly  used  in 
place  of  cash,  such  as  express  money  orders,  travelers'  checks,  and  postal 
money  orders.  They  are  ordinarily  used  as  convenient  means  of  sending 
money  to  parties  in  another  city.  You  are  probably  familiar  enough 
with  these  instruments  so  that  we  do  not  need  to  illustrate  them  here. 
It  is  well,  however,  to  note  their  relation  to  drafts  and  checks. 

The  express  money  order  is  a  check  issued  by  an  express  company. 
It  is  an  order  on  the  express  office  in  the  city  to  which  it  is  sent  to  pay 
a  fixed  amount  to  a  ceirtain  party. 

The  traveler's  check  is  an  instrument  developed  by  the  Bankers' 
Assodatton,  and  is  similar  to  the  express  money  order,  except  that  the 
order  is  drawn  on  a  bank  in  New  York  City.  Only  those  banks  holding 
membership  in  the  Bankers'  Association  are  permitted  to  issue  such 
orders. 

The  postal  money  order  is  similar  to  the  express  and  bank  orders,  the 
difference  being  that  the  local  postmaster  issues  the  order  upon  written 
application  by  the  sender,  the  order  being  good  for  a  specified  amount  at 
another  post  ofUce. 

SUMMARY  OF  IMPORTANT  POINTS  IN  THIS  ASSIGNMENT 

At  this  time,  it  is  desirable  to  sum  up  briefly  the  most  important 
principles  of  this  assignment. 

First.  There  are  certain  essential  differences  between  drafts  and  notes. 
Drafts  are  orders  to  pay.  Notes  are  promises  to  pay.  Drafts  always 
involve  three  parties,  two  of  which,  however,  in  some  cases  may  be 
the  same  person,  while  notes  never  involve  more  than  two  parties. 

Second.    Various  kinds  of  drafts  have  been  presented,  viz. : 

Time  drafts,  i.e.,  orders  to  pay  at  some  fixed  or  determinable  future 
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Sight  drafts,  those  payable  on  presentation,  like  demand  notes. 

Commercial  drafts,  which  are  used  by  individuals  and  business  houses 
in  settlement  of  open  accounts  or  financial  debts. 

Bank  drafts — those  drawn  by  one  bank  upon  another  bank,  in  trans- 
ferring money  to  parties  in  another  city. 

Third.  Formal  acceptance  is  necessary,  in  the  case  of  time  drafts,  to 
make  them  binding.  Sight  drafts  are  usually  paid  on  presentation, 
without  formal  acceptance. 

Fourth.  In  accounting  for  drafts,  certain  points  are  important  to  keep 
in  mind.  Time  drafts  are  not  recorded  until  accepted.  The  drawer's 
contingent  liabihty  should  be  set  up  on  the  books,  when  the  tame  draft 
has  been  accepted  and  transferred  to  the  payee.  Discounted  drafts 
are  recorded  like  discounted  notes.  Sight  drafts  are  not  recorded  on 
the  books  until  they  are  paid. 

Fifth.    Commercial  paper  used  in  place  of  cash: 

Checks,  bank  drafts,  express,  postal  orders  and  travelers'  checks. 

These  instruments  are  essentially  orders  to  pay  and  are,  therefore, 
very  similar  to  ordinary  drafts. 

They  are  considered  as  cash,  and  so  recorded  on  the  books. 

Importance  of  Applying  These  Principles.  Thruout  the  assignment 
several  illustrations  nave  been  presented  in  which  certain  fundamentals 
regarding  drafts,  acceptances,  etc.,  have  been  presented. 

The  problems  that  follow  will  serve  as  a  practical  test  of  your  knowl- 
edge of  these  principles.  They  emphasize  the  necessity  of  being  familiar 
with  all  forms  of  negotiable  paper.  The  accountant  is  expected  to  recog- 
nize the  significance  of  each  document  and  determine  the  nature  of  the 
transaction  represented  by  each,  so  that  he  can  make  proper  entries  on 
the  books. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  12 

1.  A  draws  a  time  draft  80  days  after  sight  on  B  for  fSOO.OO,  payable  to 
C.  The  draft  is  dated  January  2,  1922,  and  is  accepted  by  B  on  Jan- 
uary 4,  and  transferred  to  C  on  January  5.  Give  entries  on  the  boolcs 
of  A,  B,  and  C. 

2.  Give  entries  on  the  books  of  A,  B,  and  C  at  the  time  of  payment, 
assuming  that  B  pays  C. 

3.  What  entries  are  necessary,  aasmning  that  B  refuses  to  pay  and  A 
pays  C? 

4.  On  February  1,  1922,  Mr.  Clark,  of  Cliicago,  purchases  the  following 
items  from  the  Central  Furniture  Company,  of  Grand  Rapids,  Mich., 
on  time  draft,  30  days  after  date: 

1  Desk  @  $98.50 

2  ChaJra  @  18.60 
8  Filing  cases  @  25.00 
6  Desk  lamps    @      9.00 

Set  up  the  draft  as  it  would  appear  after  he  has  accepted  it  on  Feb- 
ruary 8.    What  is  this  draft  called  after  he  accepts  it? 

5.  On  February  5  the  Central  Furniture  Company  discounted  the  draft 
at  6  per  cent  with  the  First  National  Bank. 

How  much  cash  did  the  Central  Furniture  Company  receive? 

Give  entries  on  the  books  of  the  Central  Furniture  Company  at  time 
of  discount. 

6.  State  what  kind  of  business  papers  would  be  used  for  the  following 
transactions,  and  in  what  books  of  original  entry  the  transactions 
would  be  recorded.    Assume  that  your  business  is  located  in  Chicago. 

(a)  Borrowed  $5,000.00  from  bank. 

(b)  Received  $400.00  note  from  customer. 

(c)  Paid  $1,000.00  note  to  C.  Walters,  with  3  months'  interest  at  6  per 
cent.    Mr.  Walters  lives  in  San  FYancisco. 

(d)  Received  payment  from  F.  Jones  in  settlement  of  an  open  account. 
The  balance  in  his  personal  account,  as  it  appears  in  the  customers' 
ledger,  stands  at  $412.00,  and  a  2  per  cent  cash  discount  is  allowed 
for  prompt  payment. 

(e)  You  have  received  a  bank  draft  for  $72.00  from  S.  Goldman,  in  pay- 
ment of  his  account.  You  decide  to  use  the  same  draft  in  paying 
your  account  with  the  Western  Electric  Company. 
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Elements  of  Accounting  Practice 

Assignment  13 

AUXILIARY  CASH  RECORDS 


T  AM  thoroly  convinced  that  accountancy,  a  compara- 
■^  tively  new  profession,  is  the  least  crowded  of  all  the 
professions,  and  that  it  offers  a  substantial  reward  for 
those  who  are  qualified. 

DOUGLAS  WILSON 


LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  General  Ledger 

4.  Closing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Joumal  Entry 

7.  The  Cash  Journal 

8.  Merchandise  Records — The  Purchase  and  Sales  Journals 

9.  Subdivision  of  the  Ledger 

10.  Columnization 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  lS%venting  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectable  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissolution  Problems — Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21 .  Corporation  Accounting — Reorganizations — Mercers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Overhead 

Distribution 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analyses  of  Financial  Statements — General  Review 

CBprHatai.  )9]2 

AH  RMn  RtKTvcd  is  All  Conntria 

L^tOc  EnoiAia  Uninnilr 
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AUXILIARY  CASH  BE00HD3 

PETTY  CASH— BANK  RECONdUATION  STATEMENT 

In  your  study  of  accountinir  thus  far,  you  have  seen  how  accounting 
records  are  expanded  so  as  to  meet  the  needs  of  a  growing  business.  For 
exanq)le,  the  journal  is  broken  up,  the  ledger  is  subdivided,  and  financial 
statements  are  expanded.  The  principle  that  underlies  all  this  expansion 
is  the  principle  of  classiflcation. 

It  is  this  same  principle  that  underlies  the  expansion  of  the  cash  rec- 
or^B  discussed  in  ttiis  assignment.  In  any  busineas,  large  or  small,  the 
main  cash  records,  as  you  know,  are  the  cash  book  and  the  Cash  Account. 
There  are,  however,  other  pai)ers  and  records  on  which  some  of  the  cash 
transactions  are  recorded.  These  papers  and  books  are  called  auxiliary 
records,  because  they  serve  to  collect  details,  which  are  later  summarized 
in  the  cash  book  and  the  Cash  Account.  Briefly  stated,  these  auxiliary 
cash  records  help  to  make  the  main  records  more  complete. 

The  PettJ^  Cash  Fund.  Such  auxiliary  cash  records  are  especially 
valuable  when  a  business  has  several  cash  funds.  Most  business  houses 
have  numerous  small  disbursements,  such  as  postage,  car  fare,  telegraph, 
freight,  and  express  expenses,  etc  To  issue  a  check  for  each  of  such 
items  would  obviously  require  considerable  extra  work  and  time.  Business 
men  therefore  find  it  convenient  to  set  aside  out  of  the  general  cash  a 
special  cash  fund  for  these  small  payments. 

Whenever  a  separate  fund  is  kept  for  small  payments,  a  special  cash 
book  is  also  used,  called  the  Petty  Cash  book.  It  is  so  called  because  only 
small  or  "petty"  cash  transactions  are  recorded  in  it. 

The  petty  cash  book  then  bears  the  same  relation  to  the  small  fund  that 
the  general  cash  book  bears  to  the  general  cash  fund.  The  general  fund 
is  usually  kept  in  a  bank  or  general  cash  drawer  or  both.  The  petty  cash 
is  usually  kept  in  a  petty  cash  drawer  in  the  ofiice,  entirety  separate  from 
the  general  cash,  and  in  the  larger  concerns  the  petty  cash  fund  is  placed 
in  the  custody  of  a  petty  cashier. 

Form  of  Petty  Cash  Book.  The  Petty  Cash  book  Is  usually  ruled  some- 
what similar  to  the  one  in  Figure  1.  The  use  of  special  columns  facilitates 
the  distribution  of  charges  to  the  various  accounts  affected,  as  the  sorting 
of  the  items  is  done  largely  at  the  time  of  making  the  entry.. 

HandHi^  the  Petty  Cash  Fond.  The  Petty  Cash  fund  may  be  handled 
in  one  of  three  ways: 

T.  It  may  be  reimbursed  from  time  to  time  with  an  amount  equal  to 
the  amount  spent  out  of  it  since  its  last  rdmbursement.  This  is  called  the 
"imin«st"  system,  and  is  considered  far  more  desirable  than  any  other 
method  for  meeting  petty  payments. 
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Tn  Fvrrr  Cash  Book 

Figure  1.    Hub  pett;  cash  book  contains  several  typical  tranaactions  of  a  minor  nature. 

Note  how  the  amounts  are  distributed  in  special  columns.    At  the  end  of  Uarch  these 

columns  are  added,  and  the  totals  can  be  posted,  with  a  grreat  saving  of  time. 

2.  It  may  be  reimbursed  by  round  amounts  of  sufficient  size  to  meet  . 
the  ordinary  demands  made  upon  it. 

3.  It  may  be  reimbursed  for  any  amount  at  any  time,  regardless  of 
whether  or  not  the  fund  is  nearly  exhausted.  This  last  method  is  very 
undesirable  and  causes  much  waste  of  time  in  checking  or  balancing  the 
cash  funds. 

HOW  IMPREST  SYSTEM  OPERATES 

1.  When  Fund  Is  Established.  The  person  in  charge  of  the  petty  cash 
fund  receives  a  check  from  the  general  fund  for  a  "round"  amount  as  $25, 
$50,  $100,  $500,  or  other  amount,  depending  on  the  requirements  of  the 
business.  If  possible,  the  fund  should  be  sufficient  to  meet  all  petty  cash 
expenditures  for  a  period  of  at  least  two  weeks  on  the  average.  In  the 
general  cash  book,  disbursement  side,  an  entry  is  made  for  the  check'  so 
issued,  charging  Imprest  Cash  Fund,  Petty  Cash,  or  the  petty  cashier 
himself.  In  the  latter  case,  the  separate  account  opened  in  the  general 
ledger  should  not  be  mingled  with  any  other  debit  or  credit  to  the  party 
in  question.  The  check  itself  is  made  payable  to  Petty  Cash  or  to  X  for 
Petty  Cash. 

The  petty  cash  clerk,  upon  receipt  of  such  check,  will  make  an  entry 
in  his  petty  cash  book  to  show  the  amount  received.  As  payments  are 
made  from  the  petty  cash,  receipts  or  vouchers  are  put  into  the  drawer 
for  the  amounts  of  such  payments.  At  any  time,  then,  one  should  be 
able  to  find  in  the  petty  cash  drawer  the  total  original  amount  put  in. 
Such  amount,  however,  would  usually  consist  in  part  of  petty  cash  receipts 
and  in  part  of  money.    This  is  one  of  the  advantages  of  Uie  imprast  syst^ 
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from  an  auditing  point  of  view.   Appropriate  entries  for  all  disbursements 
should  be  made  in  the  petty  cash  book. 

2.  When  Fund  Is  Reimbursed.  When  the  custodian  of  the  fund  finds 
the  amount  so  small  that  it  will  meet  only  two  or  three  more  days'  pay- 
ments, he  should  place  his  cash  receipts  or  vouchers  in  order,  balance  lus 
petty  cash  book,  and  summarize  the  receipts  on  a  sheet  of  paper  for  filing 
purposes.  This  list  and  the  vouchers  should  be  presented  to  the  financial 
officer  or  general  cashier,  who  will  issue  a  chedi  for  the  amount  of  the 
disbursements  shown  on  the  Ust.  The  proceeds  of  this  check  are  placed 
in  the  petty  cash  drawer,  again  restoring  the  amount  of  money  in  it  to  the 
original  ?25,  $60,  $100,  or  $500,  as  the  case  might  be.  The  petty  cash 
vouchers  are  filed  away  with  the  list  and  serve  as  a  complete  voucher  for 
the  entry  in  the  general  cash  book. 

The  petty  cash  book  may  or  may  not  be  used  as  a  posting  medium.  If 
it  is  not  so  used,  posting  may  be  nmde  either  from  the  journal  or  general 
cash  book. 

Postings  from  Petty  Cash  Book.  In  the  simple  form  of  the  petty  cash 
book,  it  is  necessary  to  make  a  summary  of  expenditures  each  time  the 
book  is  balanced.  This  summary  is  recorded  below  the  rulings  and  is 
made  to  correspond  with  the  account  titles  for  which  expenditures  are 
incurred,  as  postage,  stationery,  freight  and  express,  or  other  account 
titles  used  in  the  general  ledger. 

These  totals  are  then  posted  as  debits  to  the  respective  ledger  accounts. 
No  account  is  credited  from  the  petty  cash  book.  The  offsetting  credit  is 
to  Cash  Account  as  expressed  in  the  general  cash  book. 

In  the  example  below,  $88.20  is  posted  to  the  debit  side  of  several 
expense  accounts  from  the  petty  cash  book,  but  no  credit  is  posted  from 
the  same  book.  On  the  other  hand,  $88.20  is  credited  to  (General)  Cash 
Account  from  the  cash  book,  but  no  debit  is  posted  from  the  same  book 
to  offset  it.  The  net  result,  of  course,  is  that  the  several  expense  accounts 
are  debited  and  General  Cash  Account  credited  with  the  amount  of  the 
petty  expenditures. 

Postiiurs  from  JoomaL  When  postings  are  made  from  the  journal 
instead  of  from  the  petty  cash  book,  the  entry  is  made  in  the  journal 
at  the  time  the  petty  receipts  are  presented  for  reimbursement.  The 
entry  to  be  made  is  reproduced  in  Figure  2. 

In  addition  to  the  entry  made  in  the  journal,  an  entry  is  made  in  the 
general  cash  book  when  the  check  is  issued  to  reimburse  the  fund.  Such 
entry  is  made  almost  simultaneously  with  the  one  in  the  journal  and 
expresses  this  debit  and  credit: 

Petty  Cash  Fund. „„ :....$88.20 

Cash  (General) $88.20 


The  net  result  of  the  two  entries  is  a  debit  to  the  several  expense 
accounts  and  a  credit  to  Cash,  since  the  debit  and  credit  to  the  Petty  Cash 
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Account  cancel  each  other.  It  should  be  observed  that  this  is  the  same 
result  which  was  obtained  when  the  posting  was  nuide  from  the  petty  cash 
book. 


DATE 

LJ. 

EXPLANATION 

DEBITS 

CREDITS 

FoiUp 

g  i 

DO 

BtitloBiry 

16 

10 

VMlsht  tnd  Utn»» 

40  S6 

Telephoni  ind  Tilignph 

13  H 

SdltDg  Ixpanai 

IS 

31 

Fabtr  Cub  PoBd 

Ul 

n 

JouBNU.  Entbus  roB  Pbttt  Gash  Itiub 

nsin  2.  B7  entering  than  truiaection<  in  Uit  general  jonmal  as  ihowB  In  ^inre  8, 
we  save  space  in  the  caoh  book,  which  is  quite  deeirable.  The  summary  entry  in  the 
cash  book  then  requires  bat  little  space.  Thus  you  can  see  what  we  mean  when  we  say 
that  the  petty  cash  book  is  an  auxiliary  cash  record.  It  contains  the  details  that  appear 
later  as  a  total  in  the  general  cash  book. 

Postings  from  Cash  Book.  A  third  method  of  iwsting  petty  cash 
expenditures  to  the  accounts  is  accomplished  by  expressing  the  necessary 
debits  to  the  various  accounts  in  the  general  cash  book  at  the  time  of 
making  the  entry  for  the  reimbursing  check.  Under  such  conditions,  the 
entry  as  made  on  the  cash  payments  page  of  the  cash  book  would  express 
these  debits  and  credits.    See  Figure  3. 

CASH  DISBURSEMENTS 


DATE 

LJF. 

iCCOUHI  TO  n  DIBITBD 

mai 

lOTU       1 

FoiUs* 

9  B 

DO 

SUtiODfry 

IB 

SO 

Frdght  tnd  lipreia 

40 

BE 

TeUpbon*  tod  Iel«Knph 

13 

BO 

8*1  lias  EipMii 

11 

SB 

C»h  (Gtniral) 

' 

■SI 

10 

pHTT  C*aH  Iims  Poem  nou  Gash  Book 

Figure  3.    lliis  method  does  away  with  the  general  Journal  entry,  bnt  It  brin^  into  the 

cash  book  a  large  number  of  detail  transactions.    In  other  words  they  are  duplicates  of 

the  entries  in  ttie  Petty  Cash  book.    This  method  is  different  from  that  shown  in  Figure 

2,  where  only  the  total  is  brought  into  the  eaah  book. 
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Petty  Cash  Balance  Sheet.  In  preparing  a  balance  sheet,  when  pettjr 
cash  is  kept  nnder  the  imprest  system,  it  is  customary  to  disregard  the 
condition  of  the  petty  cash  fund  at  the  date  of  the  balance  sheet  and  show 
as  an  asset  the  amount  charged  in  the  ledsfer  as  imprest,  or  i>etty  cash 
fond.  Such  procedure,  however,  is  not  theoretically  correct  unless  the 
petty  fund  is  reimbursed  immediately  before  the  Balance  Sheet  is  made. 
At  the  time  of  an  annual  or  other  special  balance  sheet,  therefore,  the 
petty  cash  fund  should  be  renewed,  for  two  reasons: 

1.  To  show  the  true  amount  of  assets  in  the  form  of  cash. 

2.  To  show  the  correct  amount  and  distribution  of  expenses. 

Other  Uses  of  Imprest  System.  The  prindple  of  the  imprest  system 
can  be  applied  on  a  Larger  scale  in  providing  working  funds  for  branch 
houses,  agents,  or  financial  cheers  delegated  to  the  ^rformance  of  spe* 
dfic  duties.  Thus  the  fund  of  a  branch  agent  might  be  created  in  the 
same  way  and  reimbursed  according  to  the  same  plan,  even  tho  the  amount 
might  be  as  high  as  $50,000  or  $100,000,  a  large  part  of  it  being  paid  out 
by  check  signed  only  by  the  agent  instead  of  being  paid  out  of  a  petty 
cash  drawer. 

Other  Petty  Cash  Systems.  If  the  imprest  system  is  not  used,  the  only 
other  important  method  of  handUng  petty  cash  is  that  in  which  reim- 
bursements are  made  from  time  to  time  in  round  amounts  of  sufficient  size 
to  keep  the  fund  at  a  reasonable  amount.  Under  this  plan  the  creation  of 
the  fund  for  the  first  time  is  accomplished,  as  in  the  imprest  system,  by 
issuing  a  check  and  making  similar  entries  and  postings.  The  word 
"imprest,"  however,  should  not  appear  in  the  account  title.  In  its  stead 
"Petty  Cash"  is  used. 

The  main  point  of  difference  between  this  and  the  imprest  method  lies 
in  the  conditions  accompanying  reimbursement.  Under  this  plan,  as  the 
petty  cash  becomes  nearly  eschausted,  a  check  is  issued  in  its  favor  for 
some  reasonable  amount,  in  multiples  of  $25  or  $50,  regardless  of  what 
the  expenditures  may  have  been.  The  new  check  does  not  necessarily 
bring  the  balance  of  petty  cash  back  to  its  original  amount. 

Disadvantages  of  This  Method.  With  this  plan  in  operation,  the  keeper 
of  the  petty  cash  book  must  record  all  cash  received  by  him,  as  well  as  lUl 
cash  disbursed,  and  balance  the  book  carefully  in  order  to  determine 
whether  or  not  the  amount  of  cash  in  the  drawer  is  correct  likewise,  it 
is  more  tedious  for  the  auditor  to  verify  the  petty  cash  when  it  is  kept 
under  this  method.  Also,  the  entry  in  the  general  accounts  must  be  such 
at  the  time  of  reimbursement  as  to  show  in  the  Petty  Cash  Account  the 
total  expenditures  and  the  amount  put  into  the  fund  from  time  to  time. 

Checks  Exchanged  for  Currency.  A  cashier  or  bookkeeper  is  ooca^ 
sionally  called  on  to  record  transactions  in  which  the  business  receives 
currency  in  exchange  for  its  check  or  in  which  it  receives  the  check  from 
some  one  else  in  exchange  for  currency. 

1.  Cash  Received  tor  Chedc.  Assume  that  your  business  has  an  imiorest 
system,  and  that  you  issue  a  check  and  receive  cash  for  it.  How  will  you 
make  the  entry?   It  is  obvious  that  you  cannot  put  the  cash  in  the  imprest 
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fund,  since  this  fund  must  remain  at  the  same  amount.    It  is  suggested 
that  the  entry  be  made  in  the  general  cash  book  as  follows: 

In  the  general  cash  payments  book,  express  a  credit  to  General  Cash 
(or  Bank)  and  debit  nothing,  but  write  in  the  space  reserved  for  explana- 
tion "See  contra,  exchange  check,"  which  means  that  on  the  other  side  of 
the  cash  book  the  same  amount  appears  as  a  debit  for  cash  received.  In 
case  of  the  latter  entry,  of  course.  Cash  is  debited  but  nothing  is  credited. 
The  explanation  is  made  here  also  referring  to  the  contra  entry  to  be 
found  among  the  cash  payments.  These  entries  of  course  balance  each 
other.  The  effect  would  be  the  same  if  no  entry  is  made  at  all.  It  is  better, 
however,  to  have  the  record  of  the  transaction. 

Now  assume  that  the  imprest  system  is  not  used  but  that  you  have 
merely  a  Petty  Cash  fund,  which  can  be  reimbursed  at  any  time  by  any 
amount,  then,  it  may  be  placed  in  the  petty  cash  drawer  and  a  debit  made 
to  Petty  Cash  account  when  making  the  entry  for  the  check  in  the  general 
cash  book,  disbursement  side. 

2.  Cash  Is  Paid  Out  for  Check.  When  the  business  receives  a  check 
from  someone  else  in  exchange  for  cash  (when  it  cashes  someone's  check) 
no  entry  is  required.  It  may  be  cashed  out  of  petty  cash  or  general  cash 
not  yet  deposited.  If  cashed  out  of  petty  cash,  the  check  may  be  put  into 
general  cash  before  banking  hoars  and  its  equivalent  in  currency  placed  in 
the  petty  cash  drawer.  If  cashed  out  of  general  cash,  it  is  mere^  depos- 
ited in  place  of  the  currency  which  is  displaced. 

Entries  for  Postage  Stamps  Received.  When  postage  stamps  are 
received  from  customers  in  payment  of  small  items,  entry  for  the  transac- 
tion may  be  made  in  one  of  two  ways: 

1.  In  the  journal,  expressing  a  debit  to  Postage  and  a  credit  to  the  cus- 
tomer (or  sales). 

2.  In  the  general  cash  book.  Receipts  side  expressing  a  debit  to  Cash  and 
a  credit  to  the  customer  (or  sales). 

When  the  latter  entry  is  made,  the  postage  stamps  can  be  placed  in 
the  petty  cash  drawer,  and  an  equal  amount  of  cash  taken  out  and  placed 
in  the  general  cash  drawer.  Then  an  entry  is  made  in  the  petty  cash  book 
expressing  a  credit  to  Petty  Cash  and  a  debit  to  Postage. 

Check  Stubs,  Pads,  and  Registers.  Check  stubs  are  used  for  recording 
the  essential  facts  about  each  check  issued  and  detached,  and  also  for 
reccnding  deposits  made  in  the  bank  on  which  the  checks  are  drawn. 

Check  pads  are  checks  in  simple  or  voucher-check  form  put  up  in  pad 
form  without  any  stubs  attached.  A  check  register  is  a  memorandum  book 
In  which  the  amount,  number,  date,  and  payee  of  each  check  is  recorded. 

When  checks  are  used  in  the  stub  form,  there  is  httle  or  no  use  for 
check  pads  or  check  registers.  Check  stubs  show  all  of  the  essential  facts 
regarding  the  check  that  are  necessary  in  transferring  the  item  to  the  cash 
disbursements  book.  They  also  show  the  balance  in  the  bank  at  any  time, 
as  ail  deposits  are  added  and  all  checks  issued  are  deducted. 
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Cheek  Fads  Inadequate.  As  a  record  or  memorandum  for  future  use, 
the  check  pad  is  inadequate,  because  when  a  check  is  written,  it  is 
removed  from  the  pad,  leaving  no  specific  evidence  of  its  use.  For  thia 
reason  the  check  register  is  often  used  together  with  the  checks  that  are 
put  up  in  pad  form.  The  check  register  in  such  cases  shows  the  same 
information  that  might  otherwise  be  recorded  on  the  check  stubs.  The 
date,  amount,  numb^,  and  name  of  the  payee  are  recorded  as  each  check 
is  issued.  As  in  the  case  of  the  check  stubs,  great  care  is  required  to 
avoid  the  possibihty  of  a  check  leaving  the  office  without  having  a  record 
made  of  its  issue.  The  check  register  may  also  be  designed  to  show  the 
deposits  as  made  and  the  daily  balance  of  cash  in  the  bank. 

ChedE  Roister  Sometimes  Unnecessary.  It  is  not  always  necessary 
to  have  a  check  register  when  checks  are  used  in  pad  form,  since  the 
checks  may  be  entered  directly  in  the  cash  disbursements  book.  In  either 
case  every  precaution  should  be  taken  to  make  entries  for  every  check 
issued.  The  checks  should  be  numbered  by  the  printer,  and  every  number 
accounted  for  in  the  check  register  or  cash  book. 

Check  R^^lster  As  a  Posting  Medimn.  The  check  register  may,  how- 
ever, be  used  as  a  posting  mediimi.  When  it  is  so  used,  the  various 
accounts  tp  be  debited  are  shown  clearly  in  the  proper  space.  The  total 
of  checks  issued  is  then  transferred  daily  to  the  general  cash  book,  if  the 
latter  is  used.  If  the  check  register  is  not  used  as  a  posting  medium,  it  is 
necessary  to  transfer  items  to  the  cash  book  in  a  way  similwr  to  the  trans- 
fer of  items  fi*om  check  stubs.  In  some  concerns  the  Check  Register  t^es 
the  place  of  a  Cash  Book. 

.  A'OramnoD  form  of  check  register  contains  columns  designated  as 
follows: 


Dita 

Chgck 
lo. 

Piji* 

liplmtlon 

iwont 
of 

Cbtck 

Dapoilt 

Bdinea 

DiU 

iBonnb 

Tbi  Chick  Rnisib 

FlgHTC  4.    Here  we  have  a  book  that  can  be  us«d  as  an  aiudliai7  t«cord  to  the  cash 

book.    Ever?  check  issued  and  every  deposit  made  Is  recorded  and  then  these  items  are 

added  together  at  the  end  of  the  month.    The  totals  are  posted  to  the  cash  book. 

The  explanation  column  is  omitted  if  the  book  is  not  used  as  a  posting 
medium.  De{>osit  and  balance  columns  may  be  omitted,  also.  A  separate 
check  register  should  be  used  for  each  barik. 

Cheek  Raster  in  a  Lai^e  Business.  The  check  register  Is  not  a  prac- 
tical book  in  the  average  business.  Its  principal  value  lies  in  its  use  by 
large  concerns  to  permit  a  greater  division  of  labor.  An  office  boy  can 
write  checks  and  enter  them  in  the  check  register  while  he  might  not  be 
entrusted  with  the  use  of  the  cash  book. 

Bank  Pass  Book.  Altho  the  bank  pass  book  is  not  a  record  book  in 
which  the  bookkeeper  or  cashier  of  a  business  makes  entries,  it  neverthe- 
less bears  an  important  relationship  to  his  work.    The  bank  teller  records 
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deposits  in  the  pass  book  from  time  to  time  as  they  are  made.  Hie  pass 
tx>o]c  should  be  balanced  at  the  close  of  each  month  by  the  buik  and 
returned  to  the  depositor  with  the  checks  that  have  been  "cashed"  by  the 
bank  during  the  period.  The  b^nce  thus  recorded  should  be  reconciled 
with  the  balance  in  the  bank  as  shown  by  the  books  of  the  business  in 
<Iuestion. 

In  many  banks  it  has  become  a  conunon  practice  to  send  monthly  state- 
ments to  each  of  the  larsfer  business  houses,  and  return  at  the  same  time 
the  canceled  (cashed)  checks.  These  statements  are  often  copies  of  the 
bank's  loose-leaf  ledger  account  with  the  depositor,  showing  each  charge 
and  credit  from  day  to  day.  Others  show  only  the  total  of  all  charges 
for  each  day.  In  either  case,  the  balance  at  the  bctginning,  the  checks 
issued,  the  amounts  deposited,  and  the  balance  at  the  close  of  the  period 
are  plainly  presented. 

Bank  Certificate  ttxr  Auditors.  A  bank  certificate  Is  often  sent  to 
auditors  and  accountants  upon  request  of  officers  of  the  concern  whose 
account  with  the  bank  is  to  be  verified.  The  bank  certificate,  used  prin- 
cipally in  auditing,  supplements  but  does  not  take  the  place  of  the  bank 
statement  or  pass  book  balance.  It  is  an  independent  letter  signed  by  an 
officer  of  the  bank  stating  the  amount  of  the  balance  in  the  checking 
account  of  the  business  under  review  at  a  given  date.  The  main  point 
for  the  auditor  to  consider  is  that  the  balance  of  the  bank  statement  and 
certificate  should  correspond  for  a  specified  date. 

Reconciling  the  Bank  Balance.  When  the  bookkeeper  or  accountant 
has  received  and  recorded  for  reference  the  bank  balance,  as  shown  by  the 
bank  pass  book,  the  bank  statement,  or  certificate,  he  finds  in  most  cases 
that  the  balance  thus  presented  does  not  agree  with  the  balance  which 
the  books  of  his  business  show  as  being  on  deposit  in  the  bank. 

In  order  to  find  what  causes  this  difference,  it  is  necessary  to  perform 
a  certain  amount  of  checking.  This  checking,  with  its  accompansring 
tabulation,  is  ordinarily  called  "reconciling  the  bank  balance,"  or  "recon- 
ciling the  bank." 

Strictly  speaking,  a  bank  reconciliation  does  not  attempt  to  «cplain 
the  diff^^nces  due  to  errors  on  the  part  of  the  bookkeeper  of  the  busmess 
in  question.  The  bank  reconciliation  statement  as  prepared  by  the  bodt- 
keeper  assumes  that  both  the  balance  as  shown  by  the  books  of  the  busi- 
ness and  the  balance  as  shown  by  the  books  of  the  bank  are  correct  within 
themselves.  The  reconciliation  statement  serves  its  purpose  by  showing 
in  detail  what  the  legitimate  difference  is,  and  how  it  hai)pened  that  both 
the  bank  and  the  business  kept  its  records  correctly  but  stul  showed  dif*'er- 
ent  results  in  so  comparatively  simple  an  account. 

On  the  other  hand,  the  term  "bank  reconciliation  j^tatement"  may  often 
be  used  to  include  also  the  differences  due  to  clerical  errors  as  well  as 
other  differences.  This  is  due  to  the  fact  that  It  is  a  place  for  tenqxtrarily 
rcording  all  differences  until  errors  can  be  corrected. 

CsiiM  of  Legitimate  Diflerences.  The  legitimate  dlfleranees  men- 
tioned are  usually  caused  by  outstanding  chedcs,  that  is,  chedcs  not  yet 
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by  those  receiviBg  than,  deposits  in  transit — namdy,  currency  or 
chedca  i^ceived  by  the  rank  after  it  has  made  out  the  statement,  or 
interest  and  collection  charges  entered  by  the  bank  but  not  by  the  busi- 
ness. Such  interest  and  collection  charges  are  not  yet  entered  on  the 
books  of  the  business  because  it  does  not  receive  notice  that  such  charges 
have  been  made  until  the  bank  statement  is  received,  accompanied  by  the 
canceled  checks  and  sundry  charge  and  credit  tickets.  Other  elements, 
that  might  contribute  to  the  difference  are  collection  of  notes  or  drafts, 
protest^  notes  or  drafts,  checks  received  from  customers,  which  are 
deposited  and  then  returned  "N  S  F"  (not  sufficient  funds),  interest  cou- 
pons collected,  or  other  flnandal  transactions  handled  by  the  bank  in  the 
mterests  of  the  business,  formal  notification  of  which  is  not  received  until 
the  bank  statement  brings  this  information  with  the  accompanying  tickets 
and  checks. 

RECONCILING  BANK  BALANCE  WITH  BALANCE 

On  December  31,  1921,  the  F.  W.  Wilson  Manufacturing  Company 
receives  the  monthly  statement  from  the  First  National  Bank.  The  state- 
ment shows  a  balance  of  cash  of  $28,495.70. 

The  balance  as  per  check  stubs  amounts  to  $23,079.15.  How  is  the 
difference  between  the  two  balances  to  be  reconciled  ?  How  did  the  account- 
ant proceed? 

1.  First  of  all  he  sorted  all  checks,  returned  by  the.  bank,  in  numerical 
order. 

2.  He  then  compared  these  checks  with  the  check  stubs  and  noted  any 
differences.  He  also  compared  the  amount  of  each  check  issued,  with  the 
list  of  checks  on  the  Statement  to  discover  any  outstanding  checks. 

S.  He  compared  the  beginning  balance  on  the  bank  statement  of  the 
month  with  the  balance  shown  as  of  the  last  day  of  the  preceding  month 
on  the  statement  for  that  month,  This  he  did  to  catch  any  errors  by  Che 
bank  in  transcribing  this  balance  from  their  ledger  to  the  statement. 

4.  He  compared  all  deposits  as  per  bank  statement  with  all  deposits 
shown  on  the  dieck  stubs  and  noted  any  differences.  Here  he  may  find 
credits  by  the  bank,  for  notes  collected,  interest  collected,  interest  allowed 
on  average  balances,  or  similar  items. 

'    6.  He  listed  all  debit  tickets  1^  the  bank,  such  as  collection  charges 
and  checks  returned  "N  S  F." 

Form  of  ReeondUation  Statement.  After  the  accountant  listed  these 
facts  and  analyzed  them,  if  not  in  detail  as  we  have  suggested,  at  least 
mentally,  he  proceeded  to  make  the  reconciliation  statement.  In  doing' 
this  he  could  follow  either  of  two  methods: 

1.  Begin  with  the  bank  balance  and  work  back  to  the  balance  as  per 
check  stubs. 

2.  Begin  with  the  balance  as  per  check  stubs  and  work  toward  the 
bai^  statement  balance. 
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ANALYSIS  OF  THE  FACTS 


When  the  accountant  for  the  F.  W.  Wflson  Mannfacturing  Company 
made  the  investigation  oatlined  here,  he  found  the  facts  as  shown  in 
Figure  5. 
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The  bank  has  reduced  our 
balance  and  made  the  following 
debita  aa  showa  by  the 
cbarte  ticlKts: 

Collactloo  cbirgai  far 

Check  of  Howard  (  Hilla 
Included  In  depoiit  of 
Dec.  IB  ratumod 
"I  S  F"  ■  BBS. 00 


6.60 


Items  which  we  have  entered  ma 
credits  on  our  books,  bat  Uie  bank 
has  not  yet  debited. 


We  have  debited  this  amount  on 
our  books,  bnt  the  bank  has  not 
yet  made  the  credit. 


The  bank  has  entered  these  items 
as  credits  on  its  books,  bnt  w«  here 
not  yet  entered  the  debits,  since  we 
didnt  know  ontU  the  stattment  was 
received  that  the  bank  had  collected 
the  note  and  inter«st. 


Since  we  owe  the  bank  for  these 
items,  the  bank  lias  entered  them 
as  debits  to  onr  account.  We  did 
not  know  abont  the  collection 
charges  nntO  we  received  the  bank 
statement;  bnt  we  would  ordinarily 
know  about  the  NSF  check.  Banks, 
in  practice,  notify  their  cnstomers 
immediately  if  any  deposited  chedc 
is  NSF.  This  is  done  in  conformity 
with  certain  legal  requirements,  as 
well  as  to  prevent  an  overdraft  by 
tiie  depositor. 


Analtbis  or  Facts  Pbkparatobt  to  Rboomouatiom 

Figure  5.   Notice  how  the  accountant  listed  the  facta  that  require  consideration  before 

reconciliation  can  be  made.    These  facts,  however,  must  be  analyEed,  as  shown  in  the 

squares  opposite,  before  be  can  prepare  tiie  Reconciliation  i"  ' 
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As  a  matter  of  fact  he  used  method  1  and  set  up  the  foUowing  state- 
ment. If  he  had  used  method  2,  he  would  have  merely  reversed  the 
process  of  additions  and  subtractions.  Either  way  is  good  and  used  in 
accounting  practice. 

RECONCILIATION  STATEMENT,  FIRST  NATIONAL  BANK, 
DEC  31, 1921 

Biltnca  11  par  bank  lUtuant,  Dae.  SI,  1931 138, 495. 70 
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ta.  1017  Jaaet  Black t      8.30 
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1033  Jas.  Wiae  (Son 743.01 

1033  Seal  BsUta  Mfg.  Co G.OOO.OO       3,333,31     (4) 

Btltnci  aa  per  eheck  atnbs,  Dec.  31,  1931.   138,079.13 

Thi  Bank  Rbconc3uation  SiATniiNT 
Figure  6.    In  this  Btatcroent  we -start  with  tiie  balance  as  it  appears  on  the  books  of 
the  bank,  And  work  down  to  the  balance  as  it  appears  on  our  check  stubs.    In  answer- 
ing the  self-test  questions  on  the  details  of  this  statement,  aftk  yourself  at  eiu^  step 
what  has  the  I>ank  done  in  order  to  arriTe  at  this  balance — ^that  we  have  not  done. 

You  will  find  it  valuable  to  test  your  understanding  of  the  statement 
in  Figure  5  by  considering  the  following  questions.  It  is,  of  course,  not 
required  that  answers  be  sent  to  the  University. 

What  is  the  real  reason  for  adding  $530.50?  Why  not  subtract  this 
amount? 

Why  is  ¥510.00  deducted,  $398.76  added,  etc.? 

You  can  answer  these  questions  correctly  if  you  understand  clearly 
what  a  reconciliation  statement  really  is.  It  is  an  explanation  of  the 
DIFFERENCE  that  exists  between  the  bank's  balance  and  the  balance 
as  shown  oh  the  books  of  the  business.  Both  the  bank  and  the  business 
have  kept  accurate  records;  but  a  difference  exists  because  the  bank  has 
entered  some  transactions  on  Its  books  that  HAVE  NOT  YET  BEEN 
ENTERED  ON  THE  BOOKS  OF  THE  BUSINESS;  likewise  the  business 
has  issued  checks  and  deposited  money,  NOT  YET  ENTERED  ON  THE 
BANK'S  BOOKS. 

In  other  words,  the  F.  W.  Wilson  Manufacturing  Company  must  bring 
the  transactions  on  its  books  which  have. been  omitted. 
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Entoies  Necessaiy  on  Badness  BocAs.  The  entries  to  adjust  items 
(1)  and  (2)  are  made  as  soon  as  possible  after  the  completion  of  the 
reconciliation  statement.  It  is  obvious  in  the  case  of  item  (1)  that  the 
accountant  must  make  an  entry  crediting  the  banlE  for  (580.60.  In  the 
case  of  item  (2)  he  must  make  an  entry  debitins  the  bank  for  $510.00. 

The  entries  will  be  as  follows: 
To  adjust  item  (1): 

CDlIaetion  Cbargaa  (or  Expcnia)   t    G.BO 

Cnitouri'  Ledger    Honrd  i  HiUa      98G.O0 

rirat  I&tloDil  Btnk    or  cteli    .   .   .  USO.M) 

(Give  explanation  as  in  reconciliation  etatement.) 
To  adjust  item  (2): 

Firit  letlond  Bank  (or  Cash) tSlO.OO 

Kotei  Baceirabls    fBOO.OO 

Interatt 10.00 

(Give  explanation  as  in  reconciliation  statement.) 

Apparently,  Howard  &  Hills  issued  a  check  for  $525.00,  but  when  the 
First  National  Bank  presented  it  to  the  bank  on  which  it  was  drawn,  the 
latter  refused  to  honor  it  because  the  balance  in  the  checking  account  of 
Howard  &  Hills  was  not  sufficient  to  meet  the  check  in  full.  Accord- 
ingly no  part  of  it  was  paid.  At  the  time  the  check  was  received,  we 
credited  Howard  &  Hills  and  debited  the  Bank  (or  Cash) ;  the  entry  must 
be  reversed,  however,  when  it  is  found  tl^at  what  we  received  from  Howard 
&  Hills  turned  out  to  be  of  no  value. 

Entries  Made  Later  by  Bank  for  Items  3  and  4.  After  entries  are  made 
by  the  Wilson  Manufacturing  Company  for  Items  1  and  2  the  amounts 
which  they  represent  are  checked  off  in  the  reconciliation  statement 
The  other  items  (8  and  4)  are  left  unchecked  untO  it  is  known  that  the 
bank  has  recorded  the  deposit  and  cashed  the  outstanding  checks,  because 
the  bank  is  the  party  to  make  entries  for  them,  thus: 

Item  3  adjusts  itself  antomaUcally  ^en  the  foBowlng  entry  ia  made 
on  Jan.  2,  1922: 

Gaah «3SS.7e 

r.  H.  Hilson  UinnfaeUiriag  Co.     .   .  S39S.7B 

(To  record  dapoait  of  Dec.  31,  Ifill, 
bf  t.  H.  HiltoD  Hanuftc taring  Co. 

Bntry  for  item  4  is  made  whenever  the  cheeks  are  cashed  and  turned 
into  the  bank.  After  they  have  all  been  cashed  the  bank's  books  will  be 
affected  thus: 

t.  v.  Vllaon  ManufacluriDg  Co tS.SSS.Bl 

Caeh SS.SSS.Bl 

(For  pajMnt  of  ckecka  iaaaad  by 
P.  H.  VUson  HiDQfactutiag  Co.] 

NOTE:  These  entries,  of  course,  will  not  be  journal  entries  but  win 
be  entered  in  the  appropriate  bank  record.  They  are  shown  in  jonroal 
entry  form  here  in  order  to  show  clearly  the  accounts  affected. 
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As  soon  as  we  find  out  that  the  bank  has  made  such  entries,  we  cheek 
off  Items  &  and  4.  This  information,  however,  is  usually  not  received 
ontil  the  end  of  the  succeeding  month,  when  the  next  statement  is 
received  from  the  bank  accompanied  by  the  checks  cashed  during  that 
period.  Accordinarly,  a  reconciUation  statement  should  be  carefully,  pre- 
served until  the  one  for  the  following  month  has  been  made.  Even  then. 
it  is  best  to  file  such  statements  away  for  future  reference. 

What  Bank  Statemoit  Shows.  On  the  bank  statement  for  January, 
received  by  the  accountant  soon  after  January  31,  he  will  undoubtedly 
find  the  $898.76  deposit  credited  by  the  bank.  This  having  been  shown 
on  the  December  reconciliation  statement  as  Item  S  ("We  have  debited; 
bank  has  not  credited").  Item  3  can  be  checked  off  on  the  December 
reconciUation  statement  as  soon  as  it  is  checked  off  on  the  January  bank 
statemoit. 

.  This  leaves  only  Item  4  of  the  December  reconciliation  statement  un- 
checked. Since  Item  4  is  composed  of  amounts  which  "We  have  cred- 
ited; bank  has  not  debited,"  it  is  necessary  to  determine  whether  the 
bank  has  debited  them  to  our  account  during  January.  This  can  be  easily 
determined  by  finding  out  whether  checks  numbered  1017,  1031,  1032,  and 
1038  have  been  returned  by  the  bank  with  the  January  statement.  If 
all  four  checks,  canceled  by  the  bank,  are  found  among  those  returned  at 
the  end  of  January,  all  the  amounts  constituting  Item  4  of  the  December 
reconciliation  statement  can  be  checked  off,  thus  completing  the  active 
service  of  the  latter  statement. 

If  it  Is  found  that  any  of  the  four  checks  outstanding  at  the  end  of 
December  is  still  outstanding  at  the  end  of  January,  such  check  or  checks 
must  be  carried  into  the  January  reconciliation  statement,  to  show  that 
the  "bank  has  not  (yet)  debited."  Assume,  for  example,  that  check  No. 
1017  had  not  been  cashed  by  the  payee,  James  Black,  and  therefore  it 
had  not  been  returned  canceled  by  the  bank,  the  reconciliation  statement 
of  January  31  would  contain  this  item  as  the  first  one  among  its  checks 
outstanding.  If  there  happened  to  be  any  other  items  of  whatever  nature 
on  the  December  reconciliation  statement  not  cleared  up  or  accounted  for 
in  January,  they  would  be  carried  forward  to  the  January  reconciliation 
statement.  Thus  it  is  necessary  to  refer  only  to  the  last  preceding  one 
in  making  up  any  new  reconciliation  statement. 

Next  Step  to  Verify  Cash  Balance.  Reconciling  the  bank  balance  is 
part  of  the  process  of  verifying  the  cAh  balance. 

Now  that  the  accountant  has  reconciled  the  bank,  he  verifies  his  cash 
book  balance.  He  finds  his  cash  book  has  a  debit  balance  of  $25,316.29. 
He  knows  from  his  reconciliation  statement  that  of  this  amount,  $23,079.15 
ia  in  the  bank.    Where  is  the  rest? 

He  receives  from  the  clerk  in  charge  of  the  cash  drawer  an  actual 
count  of  cash  in  drawer  on  December  31,  1921.  This  amounts  to  $2,237.14. 
The  verification  of  the  cash  book  balance  will  therefore  appear  as  foUows; 

Bilince  ■■  per  ciah  book,  D<c.  SI,  1031.  .  .  .  •26,316.3« 

CoapoMd  of: 

BaliDca  OD  dapoait  in  Vint  Hitionil  Bank  la 

par  cback  ituii,  raeoncilsd  with  bank  itata- 
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Verifying  the  additions  and  subtractions  on  the  check  stabs  is  part  of 
the  work  of  verifying  the  bash  book  balance  rather  than  reconcUing  the 
bank.  Id  verifying  the  cash  book  balance,  any  errors  of  this  nature  on 
the  check  stubs  should  be  corrected.  Then,  in  reconciling  the  bank,  the 
corrected  figures  of  the  check  stubs  would  be  used.  In  this  way  there 
would  be  no  necessity  for  including  clerical  errors  on  the  stubs  as  part 
of  the  reconciliation  statement.  This  applies  more  to  the  cashier  and 
bookkeeper  than  to  the  accountant  and  auditor.  The  latter  would  include 
all  errors  or  differences  in  his  reconciliation  statement,  leaving  the  cor- 
rections to  be  made  by  the  person  ordinarily  responsible  for  the  keeping 
of  the  records. 

Cash  Over  and  Short  Book.  Theoretically,  all  cashiers  should  balance 
their  cash  at  least  once  every  day.  Practically,  they  balance  it  as  nearly 
as  they  can;  that  is,  they  account  for  all  the  cash  unless  there  is  some 
mistake  either  in  the  cash  record  or  in  the  cash  itself.  Any  error  found 
in  the  record  is  usually  corrected  at  once.  Any  error  in  making  change 
or  in  receiving  or  paying  cash  may  be  corrected  if  one  knows  in  what 
transaction  the  error  was  made.  There  are  few,  if  any,  infalUble  cashiers. 
Accordingly,  the  cash  count  does  not  always  correspond  with  the  amount 
that  should  be  on  hand  as  per  the  cash  book.  As  a  result,  we  have  a 
special  book,  the  Cash  Over  and  Short  Book,  in  which  such  differences 
are  recorded. 

Accordingly  a  memorandum  is  made  in  the  cash  over  and  short  book 
for  any  difference  in  cash.  Such  a  book  serves  as  a  memorandum  to  the 
cashier  and  is  valuable  for  subsequent  scrutiny  by  the  auditor.  It  is  not 
a  posting  medium,  nor  does  it  follow  any  standard  form.  The  essential 
points  to  be  recorded  in  it  in  case  of  a  difference  are  the  date  and  hour 
of  the  count,  the  amount  over  or  short  at  this  count,  the  aggregate  amount 
over  or  short  on  all  counts  (since  writing  off  the  difference)  to  date  of 
last  balancing,  and  the  cumulative  or  aggregate  amount  over  or  short  to 
date.  The  form  on  which  the  count  of  cash  is  recorded  is  usually  filed 
away.    Such  form  should  be  available  for  reference  at  any  time. 

The  cash  over  and  short  memorandum  book  takes  the  place  of  the 
Cash  Over  and  Short  Account.  When  the  account  is  used,  an  entry  is 
made  affecting  the  general  ledger  accounts — Cash  Account  and  Cash  Over 
and  Short  Account— after  each  day  in  which  an  overage  or  shortage 
appears  in  the  cash  count.  If  the  cash  on  hand  is  less  than  the  amount 
shown  by  the  cash  book,  there  is  said  to  be  a  shortage,  or  the  cash  checks 
short.    An  entry  is  made  in  the  cash  book,  then,  expressing  this  ^ct: 

C(ah  OT«r  ml  Short BB.OO 

Cisb BB.OO 

When  cash  is  ov«r  th«  entry  is: 

Giab S6.00 

CiBb  Ortr  iDd  Sbart  16.00 

These  entries  assume  that  the  cash  was  shcot  $5  at  one  time  and  waa 
over  $6  at  another. 

Cash  Over  and  Short  Account  Is  Nominal.  A  debit  balance  of  the  Cash 
Over  and  Short  Account  at  the  time  of  closing  the  books  represents  a  loss, 
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and  a  credit  balance  represents  a  gsdn.  It  is  therefore  a  nominal  account 
and  is  closed  at  least  once  a  year  into  Miscellaneous  Office  Expense,  or 
directly  into  Profit  and  Loss  Account. 

If  a  large  shortage  in  cash  is  caused  by  the  defalcation  of  the  cashier, 
such  a  loss  is  considered  a  capital  loss.  As  such  it  would  be  charged  to 
an  account  with  the  Surety  Company,  assuming  tha(  the  cashier  is 
bonded,  as  is  usually  required. 

THE  MAIN  POINTS  OF  ASSIGNMENT  13 

Briefly  stated,  this  assignment  emphasizes  the  need  for  additional 
records  and  papers,  in  which  details  are  entered,  in  ord^  that  totals  can 
be  brought  into  the  main  records,  such  as  the  Cash  book  and  the  Cash 
Account. 

The  importance  of  reconciling  the  bank's  statement  is  also  emphasized. 
The  illustrative  problem  shows  you  exactly  how  to  proceed  in  reconciling 
a  bank  statement. 

With  these  two  main  principles  thoroly  mastered,  take  up  the  problem 
work  of  this  Assignment.  The  problems  are  situations  such  as  you  as  an 
accountant  will  find  in  actual  business.  Send  in  the  solutions  for  all  the 
problems. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  IS 

1.  Assume  that  you  are  in  charge  of  the  general  cash  and  thai  an 
imprest  system  is  started  in  your  office  on  January  Z,  1922.  The  amount 
idaeed  in  the  imprest  fund  is  ¥200.00. 

Show  by  Joomal  entry  what  debit  and  credit  is  made  at  the  time  of 
starting  this  fund. 

2.  During  the  month  of  January  the  following  amounts  are  paid  out 
by  the  petty  casliier  and  recorded  in  the  Petty  Cash  Book: 


^tMOft 

Ran 

HmWhtv 

170 

Wnnhing'  WinHnwH 

i9..An 

9fi(M> 

son 

50.00 

Telephone  Rental 

6.25 

On  January  81,  the  petty  cashier  calls  upon  you  to  reimburse  the 
imprest  fund. 

<a)  What  would  you  require  of  the  petty  cashier  before  yon  would 
issue  a  check? 

(b)  When  you  issue  the  check,  what  entries  would  yon  make  in  the 
general  Cash  Book? 

(c)  To  what  accounts  will  each  of  the  above  transactions  be  posted? 
(The  postings  in  this  case  are  made  from  the  cash  book.) 

8.  The  Andover  Furniture  Company  had  a  petty  cash  fund,  which  was 
reimbursed  from  time  to  time  with  any  amount,  regardless  of  disburse- 
ments. On  December  31,  1921,  a  representative  of  the  accounting  firm, 
auditing  the  books,  advised  the  company  to  instaU  the  imprest  system. 
The  company  followed  his  advice. 

What  were  some  of  the  reasons  probably  advanced  by  this  represeo- 
tative  in  advising  the  change? 

4.  On  January  31, 1922,  when  the  accountant  of  the  Andover  Furniture 
Company  made  up  the  balance  sheet,  he  included  under  cash  the  ori^nal 
amount  of  the  Imprest  Fund,  namely  $300.00,  in  the  balance  sheet. 

What  objections  would  you  offer  to  such  procedure,  and  what  method 
would  you  suggest  as  being  better? 

6.  On  January  31.  1922,  the  accountant  for  the  Philips  &  Qark  Mer^ 
eantile  Company  verified  his  cash  book  balance  and  reconciled  his  checking 
account.  The  company  does  not  have  a  petty  cash  fund,  but  makes  both 
check  and  currency  payments  from  the  general  cash  fund ;  hence  it  does 
not  deposit  all  cash  received. 

The  cash  book  columns  on  January  81.  at  the  close  of  business,  show 
total  debits  of  $2,160.38,  which  includes  the  balance  of  $800.00  at  the 
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bexuuunff  of  the  month,  and  total  credits  to  cash  of  $1,828.48.  His 
check  stubs  show  a  balance  of  $820.31,  and  there  la  $11^9  counted  in 
the  cash  drawer. 

The  bank  statement  of  January  31  shows  a  balance  of  $851.69.  In 
comparing  the  canceled  checks  returned  by  the  bank  with  the  check  stubs 
it  is  found  that  check  No.  198  for  $26  and  check  No.  201  for  $6.38, 
issued  to  T.  Somers  and  John  Walters,  respectively,  have  not  been  cashed 
by  the  bank. 

(a)  Make  a  bank  reconciliation  statement  as  of  January  31,  1922. 

<b)  Make  a  statement  verifyinGT  the  cash  book  balance. 

6.  The  bank  statement  of  the  Pure  Food  Grocery  Co.  for  the  month 
of  December,  1921,  shows  the  following  items  that  require  reconciliation 
and  adjustment: 

1.  Collection  charges  for  December $    6.10 

2.  60-day  note  collected  for  Pure  Food  Co.  from 

C.  B.  Hayues 100.00 

3.  Interest  on  this  note  collected. 1.00 

4.  Check  of  T.  B.  Hampton  included  in  deposit 

of  Dec  31  returned  "N  S  F' 26.75 


Show  the  ioumal  entries  which  will  be  necessary  to  bring  out  these 
facts  on  the  books  of  the  Pure  Food  Grocery  Co. 

7.  In  verifying  the  Cash  balance  for  the  Pure  Food  Grocery  Co.  on 
December  31,  1921,  the  accountant  discovers  that  the  cash  on  hand  is 
$9.19  less  than  the  amount  shown  by  the  Cash  book.  The  cash  over  and 
short  account  has  a  credit  balance  of  $8.00. 

(a)  Show  the  entry  to  be  made  in  the  Cash  book  for  the  shortage  of 
$9.19. 

(b)  What  wifl  be  the  balance  of  the  Cash  Over  and  Short  Account, 
after  this  entry  has  been  posted?  Will  the  balance  be  on  the 
credit  or  debit  side? 
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PRINCIPLES 
PRACTICE  ««/ 
PROCEDURE 


Elements  of  Accounting  Practice 

Assignment  14 

SUNDRY  AUXILIARY  BOOKS  AND 
BUSINESS  RECORDS 


ALL  students  of  accounting  should  make  it  a  point 
to  get  practical  experience  with  firms  of  unquestion- 
able reputation  for  a  period  of  at  least  four  years,  before 
branching  out  on  their  own  account,  because:  All  the 
theoretical  work  is  of  little  value  unless  it  is  backed  iq) 
by  hard  knocks  from  practical  experience. 

H.  CUTHBERT . 

Preiidrnl.  Arizona  Slate  Board  of  Accountarwy 


^       LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACXX)UNTING  PRACTICE 

The  following:  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  b<rfd-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  resnilarly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  General  Ledger 

4.  Closing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  The  Cash  Journal 

8.  Merchandise  Records — The  Purchase  and  Sales  Journals 

9.  Subdivision  of  the  Ledger 

10.  Colnmnization 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finditv,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectable  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissolution  Problems — ^Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21.  Corporation  Accountinc — Reorganizations — Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Overhead 

Distribution 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analyses  of  Financial  Statements — General  Review 

Copjrigbt  1922 

AM  Rigbii  Kewrred  in  All  C«untrin 

LaSalle  Extension  I^NiratsnT 
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SUNDRY  AUXILIARY  BOOKS  AND  BUSINESS  RECORDS 

Detailed  Records  Essentia]  to  Good  Accounting  System.  A  good  ac- 
counting' system  is  made  up  of  more  than  a  ledger,  a  journal,  cash  book, 
sales  book,  and  purchase  book.  It  includes  also  numerous  auxiliary  books 
and  records,  as  well  as  miscellaneous  business  documents.  For  example, 
in  the  preceiding  assignment  we  found  that  certain  auxiliary  records  help 
to  make  the  cash  book  and  the  cash  account  more  complete.  The  principal 
books  of  original  entry  and  the  ledger  form  only  the  floor  of  the  pit  into 
which  a  great  variety  of  business  transactions  are  cast  for  analysis,  classi- 
fication, and  condensation. 

Business  transactions  are  usually  reduced  to  writing  as  soon  as  pos- 
sible after  they  occur.  Business  forms  especially  prepared  for  this  par- 
pose  are  used.  Many  of  these  preliminary  or  original  records  are  then 
classified  in  an  auxiliary  book,  from  which  aggregate  amounts  are  derived 
for  use  in  expressing  debits  and  credits  in  some  book  used  as  a  posting 
medium. 

Purpose  of  Aoxiliary  Books.  These  books  therefore  aerre  as  inter- 
mediate records  between  the  business  papers  and  the  books  of  original 
entry. 

Some  auxiliary  books  and  forms,  however,  have  no  direct  connection 
with  posting  mediums,  but  are  merely  statistical  in  nature.  Such  records 
serve  as  a  check  or  occasional  test  of  the  accuracy  of  another  record. 

Some  of  the  more  commonly  known  auxiliary  books  in  business  are 
the  insurance  register,  car-record  book,  pay-roll  book,  inventory  book,  and 
trial-balance  book.  Other  auxiliary  books  may  of  course  be  found  in 
various  lines  of  business,  depending  on  the  nature  and  volume  of  the 
transactions.  The  manufacturing,  insurance,  banking,  public  utilities, 
and  other  specialized  businesses,  each  has  its  records  for  the  collection 
and  preliminary  tabulation  of  facts  peculiar  to  the  business. 

Insurance  Roister.  A  columnar  book  known  as  the  insurance  register 
is  used  in  recording  the  detail  facts  about  fire,  tornado,  plate  glass,  or 
other  forms  of  property-insurance  policies.  The  facts  usually  recorded 
are:  date  and  number  of  policy;  name  of  issuing  company;  nature  of 
property  insured  (frame  store  building,  brick  garage,  etc.) ;  amount  of 
the  policy;  date  of  expiration  of  the  pohcy,  and  the  amount  of  premiums. 

The  amount  of  the  premium  may  also  be  distributed  in  special  monthly 
columns  to  show  the  amount  expiring  each  month.  This  distribution  is 
valuable  in  making  monthly  adjustments  for  expired  and  unexpired  in- 
surance. Expired  insurance  is  an  expense  for  the  month,  while  tne  unex- 
pired portion  is  an  asset.  This,  however,  will  be  fully  explained  in  a  tatw 
assignment. 

The  insurance  register  usually  takes  up  both  pages  of  the  book  f<A  » 
single  entry.  Figure  1  shows  a  simple  insurance  register,  as  it  appears 
without  the  distribution  columns. 
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Date  of 
Policy 

No. 

Nuneof 
Company 

as 

Amount  of 
PoUcy 

Expir» 

Total  Premium 

1933 

Jin. 
March 

3 
15 

3343 
38S 

Standard 
Acne 

Store 
WarehouB* 

16,000.00 
S, 000. 00 

Jin.a-  103S 
H»r.:S-19S5 

US 
20 

DO 

The  Inbueaxce 


The  insursDce  register  illustrated  in  Figure  1  is  not  a  posting  medium. 
It  is  one  of  those  auxiliary  books  which  is  used  not  only  for  reference,  but 
which  also  supplies  amounts  necessary  in  making  entries  in  books  used  as 
posting  mediums. 

When  this  simple  insurance  register  is  used,  the  amount  of  premiums 
expiring  from  month  to  month  must  be  calculated  before  making  the 
entry  in  the  journal. 

Car  Record  Book.  Business  concerns  that  have  railroad  switch  tracks 
leading  to  their  plants,  warehouses,  or  yards,  or  those  using  near-by  team 
track  facilities  quite  extensively,  have  need  for  a  car-record  book.  Such 
a  book  is  valuable  as  a  reference  book  for  several  purposes.  It  enables 
the  business  to  identify  carload  shipments  coming  in  or  going  out,  in 
order  that  invoices  may  be  properly  approved  for  payment,  or  that  bills 
may  be  duly  sent  to  the  parties  ordering  in  carload  lots. 

Another  very  useful  purpose  is  that  of  verifying  demurrage  or  switch- 
ing bills  presented  by  the  railroad  companies.  For  every  day  or  fraction 
thereof  over  forty-eight  hours  that  a  car  is  detained,  the  concern  holding 
such  a  car  is  charged  at  a  daily  rate  of  two  dollars.  This  rate  is  increased 
after  a  certain  time  to  five  dollars  a  day.  The  chfu-ge  applies  either  to 
cars  loading  or  unloading.  Before  such  bills  are  paid  they  should  be 
vaified  with  the  car-record  book,  which  shows  the  essential  facts  relating 
to  the  loading  or  unloading  of  the  cars. 

The  car-record  book  need  not  be  an  elaborate  book.  It  has  little  or 
nothing  to  do  with  values.  No  entries  in  posting  mediums  depend  on  it 
for  their  figures.  There  are  a  variety  of  forms  which  are  in  use  as  car- 
record  books,  depending  on  the  volume  of  the  carload  business,  the 
number  of  incoming  and  outgoing  cars,  and  the  nature  of  the  materials 
carried.  For  example,  concerns  handling  sand,  slag,  gravel,  coal,  and 
similar  commodities  have  practically  no  other  way  of  identifying  ship- 
ments than  by  the  number  of  the  car  into  which  they  are  loaded.  If  the 
purdiaser  pays  the  freight,  there  would  be  no  indication  to  the  shipper 
of  any  omission  of  a  car  from  the  car-record  book. 

As  cars  are  loaded  with  any  of  these  bulky  commodities,  a  record  is 
made  of: 

1.  The  car  number  and  initials. 
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2.   The  gross  tare  and  net  weight  of  the  car. 

8.  The  name  of  the  party  to  whom  it  is  to  be  shipped. 

4.  The  railroad  or  railroads  over  which  it  is  routed. 

The  date  of  shipment  is  very  important  for  the  purpose  of  verifying 
demurrage  bills.  Likewise,  the  day  should  be  noted  on  which  the  car 
was  placed  on  the  spur  or  siding  available  for  use.  These  facta  are 
usually  jotted  down  in  the  yard  book  by  a  superintendent  or  his  assistant, 
and  they  are  later  transcribed  into  the  car-record  book  kept  at  the  office. 
Special  check  marks  may  be  adopted  for  indicating  when  a  bill  was  sent 
to  the  purchaser  for  carloads. 

Concerns  handling  commodities  that  are  loaded  in  cars  as  distinct 
pieces,  such  as  furniture,  farm  implements,  etc.,  are  not  likely  to  over- 
look the  billing  of  the  purchases,  for  there  is  a  specific  count  necessary 
in  loading  the  car.  The  number  of  pieces  loaded  is  usually  designated 
on  the  order,  which  is  duly  entered  and  priced  without  waiting  for  the 
car  to  be  weighed.  In  the  case  of  bulky  commodities,  the  weight  of  the 
car  is  used  for  billing  the  customer,  as  well  as  for  determining  the  amount 
of  the  freight  charges. 

Special  attention  is  given  to  the  cross  references  between  the  car 
record  and  the  invoice  of  the  commodities  when  the  latter  are  distinct 
units.  The  invoice  for  a  carload  shipment  should  always  show  the  car 
number.  The  car-record  book  of  both  the  shipper  and  purchaser  should 
show  by  some  abbreviation  whether  an  invoice  has  been  sent  or  received, 
respectively. 

The  column  containing  car  numbers  should  stand  out  foremost  in  the 
car-record  book  of  the  purchaser  or  seller.  These  numbers  are  the  most 
vital  part  of  the  record  and  should  be  recorded  accurately  and  distinctly. 
The  cars  may  be  listed  in  any  of  the  following  ways:  (1)  chronologically 
as  received  or  shipped;  (2)  by  the  class  of  commodity;  or  (3)  by  the 
number  of  the  car.  In  the  latter  case,  a  unique  system  is  in  use  similar 
to  that  of  index  tabs  to  a  ledger,  by  which  all  cars  with  the  last  two  digits 
alike  are  found  on  the  same  page.  Thus  on  the  pages  covered  by  the 
tab  "06"  would  be  found  all  cars  whose  numbers  end  in  06,  as  319706, 
126206,  etc. 

]^-Roll  Boirit  or  Sheets.  One  of  the  most  prominent  subsidiary  or 
auxiliary  records  is  the  pay-roll  book,  one  form  of  which  is  illustrated 
in  Figure  2.  It  is  set  up  so  that  it  can  contain  the  names  of  employes 
and  the  amount  of  wages  or  salaries  which  they  are  entitled  to  receive 
from  time  to  time. 

Three  ways  of  keeping  records  of  pay  roils  are  being  nsed  in  business: 

1.  Requiring  the  signature  of  each  employe,  opposite  the  amount  he  is 
paid,  on  the  pay  roll  itself. 

2.  Requiring  the  signature  of  each  employe  on  a  separate  receipt 
only,  and  not  on  the  pay  roll  itself. 

8.    Not  requiring  any  signature  or  receipt  for  wages  paid. 
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In  any  case,  the  pay-roll  book  shows  the  onployes'  names,  the  unit 
rate  of  pay,  and  whether  they  are  employed  by  the  hour,  day,  week,  iff 
month.  The  names  are  usually  grouped  by  operating  departments  or 
according  to  the  nature  of  the  work  being  done.  The  office  pay  roll  is 
usually  kept  separate  trom  the  pay  roll  of  other  employes. 

When  employes  are  hired  by  the  hour  or  day,  theife  are  usually  col- 
umns added  for  the  number  of  hours  worked  each  day.  The  total  number 
of  hours  is  shown,  followed  by  the  rate  and  total  amount  of  pay  for 
the  week. 


Thb  Pat-Roll  Book 
ngnre  2. — ^This  pay-roll  book  conUina  columns  for  each  day  of  the  week,  with  a 
eommn  for  the  extended  totals.  In  this  way  an  accurate  record  can  be  kept  for  each 
employe,  so  that  at  any  time  the  amount  due  each  emplove  can  be  easily  determined. 
Such  a  book  is  usually  preferred  to  separate  pay-roll  sneets,  which  omerwise  may 
either  be  lost  or  misplaced,  unless  tney  are  carefully  filed. 

In  many  concerns  employes  are  numbered,  in  which  case  their  numbers 
will  appear  in  front  of  their  respective  names  on  the  pay-roll  sheet  or 
book.  In  case  separate  receipts  are  used,  the  numbers  must  also  appear 
on  them.  When  time  clocks  are  used,  with  either  the  rectangular  card 
or  dial,  the  data  is  transferred  to  the  pay-roll  sheet  in  the  same  way  as 
if  the  employes  were  reported  only  on  the  usual  daily  report  of  the  fore- 
roan. 

Generally  the  pay-roll  book  is  one  of  those  auxiliary  records  used  for 
the  summarizing  of  essential  facts  preparatory  to  expressing  the  result- 
Assignment  14,  PaEe  4 

Digitized  by  CjOOQIC 


iag  aggregate  in  terms  of  debits  and  credits  in  some  posting  medium. 
Thus  the  sorting  of  the  employes  by  departments  enables  the  book- 
keeper to  calculate  the  amount  of  the  wages  applicable  to  each  depart- 
ment. The  amounts  calculated  in  this  way  may  be  clearly  indicated  in 
the  pay  roll.  From  the  record,  then,  the  amounts  may  be  obtained  for  the 
purpose  of  debiting  proper  expense  accounts  and  crediting  Cash,  Wages 
Accrued,  Vouchers  Payable,  or  some  account  to  represent  the  method  of 
procedure  in  payment.  Such  debits  and  credits  are  expressed  in  the  cash 
book  directly,  or  in  the  journal  or  vouchers-payable  register,  which  \riU 
be  explained  later. 

If  entries  for  the  pay  roll  are  made  in  the  journal,  or  if  posted  directly 
firom  the  pay-roll  book,  it  is  customary  to  debit  the  several  expense  ac- 
counts and  credit  a  pay-roll  account.  The  entry  in  the  cash  book,  made 
almost  simultaneously,  is  a  debit  to  the  Pay-RoU  Account  and  a  credit 
to  Cash. 

All  pay-roll  books  or  sheets  should  be  approved  by  some  responsible 
officer,  manager,  or  partner  before  payment. 

Inventory  Book.  Another  record  which  may  be  kept  in  book  form  or 
on  sheets  arranged  for  filing  is  the  inventory  of  supplies,  materials,  or 
salable  goods  on  hand  illustrated  in  Figure  3.  This  sort  of  inventory 
record  refers  only  to  the  one  showing  the  results  of  the  physical  in- 


Thb  Inventobt  Book 

Figure  3. — The  inventory  book  is  an  auxiliary  record  for  the  details  that  make  up 

the  total  inventory,  which  is  later  brought  into  the  Trading  Account,  and  which  is 

also  entered  in  the  balance  sheet  and  the  proAt  and  loss  statement,  opposite  the 

item.  Current  Inventory. 

ventory  (i.e.,  actual  count,  and  not  to  the  perpetual  or  running  in- 
ventory, which  is  referred  to  later  in  the  assignment.  Such  an  auxiliary 
record  is  more  common  in  trading  concerns  than  in  manufacturing  in- 
dustries.   The  latter  are  more  Ukely  to  have  perpetual-inventory  ledgers. 

The  main  purpose  of  the  inventory  book  is  to  show  the  quantity,  unit 
cost  price,  and  total  cost  price  of  each  class  of  articles  on  hand,  and  from 
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this  the  aggregate  inventory  value  of  all  goods  and  supplies  on  hand  at 
the  close  of  a  foical  period.  It  is  customary  in  trading  concerns  to  take  a 
physical  inventory  at  least  once  a  year. 

A  columnar  form  of  book  is  found  convenient  for  the  inventory  in 
concerns  having  a  fairly  standard  line  of  goods.  The  book  can  be  so  ar- 
ranged that  opposite  any  specific  article  may  be  shown  the  Quantity,  unit 
price,  and  total  price  at  the  close  of  each  of  four  or  five  years.  This  per- 
mits of  easy  comparison  of  results.  It  is  found  more  economical  in  raost 
concerns,  because  of  variations  in  the  styles  or  brands  of  goods  carried, 
to  prepare  each  year's  inventory  on  sheets  in  typewritten  form. 

Because  of  the  importance  of  the  inventory  for  balance-sheet  purposes, 
and  in  determining  resources  and  profits,  it  is  necessary  that  the  in- 
ventory book  or  sheet  should  be  very  carefully  prepared.  The  individual 
items  should  be  priced  at  cost,  unless  the  market  price  is  less  at  the  time 
of  taking  the  inventory,  in  which  case,  accountants  advocate  using  the 
market  price.  Cost  price  is  better,  however,  if  it  appears  certain  that  the 
change  in  price  is  only  a  temporary  fluctuation. 

Like  most  of  the  other  auxiliary  books  and  records,  the  inventory 
book  is  one  in  which  values  are  assembled  for  the  purpose  of  obtaining 
a  total  to  be  used  in  expressing  debits  and  credits  in  the  journal. 


The  entry  will  be: 


r  Cost  of  Sales 


Trial-Balance  Book.  As  its  name  implies,  the  trial-balance  book  is 
used  for  recording  trial  balances.  In  addition  to  the  general  ledger  trial 
balance  before  closing,  it  also  often  contains  the  lists  of  balances  of  the 
subsidiary  ledger. 

The  general  ledger  trial  balance,  containing  names  that  do  not  change 
from  month  to  month,  is  very  well  adapted  to  the  columnar  form.  The 
trial-baiance  books  on  the  market  usually  have  provision  for  recording 
twelve  trial  bsdances  by  writing  the  names  of  the  accounts  only  once. 
This  presumes  that  a  trial  balance  is  taken  every  month. 
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The  Triai^Baunoi  Book 
Plgara  4. — ^This  book  provides  a  permanent  record  for  monthly  trial  balances.  If  you 
were  merely  to  Bet  up  your  trial  balances  on  sheets  of  paper,  without  keepins  • 
permanent  record,  these  papers  might  be  lost  or  mislaid.  If  the  trial  balances  are 
kept  In  a  book,  they  can  be  easily  referred  to  whenever  necessary.  Thus  you  see  the 
reason  for  calling  the  trial-balance  book  an  auxiliary  record. 

Since  there  are  likely  to  be  new  accounts  inserted  in  the  course  of  a 
year,  it  is  best  to  leave  blank  spaces  for  such  insertions.  These  spaces 
should  be  left  after  each  group  of  accounts. 
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Ffle  of  Sales  Tickets.  In  the  retail  business,  sales  are  usually  recorded 
first  on  sales  tickets  before  they  are  brought  into  the  main  records.  Sales 
tickets  are  of  two  types — those  for  cash  sales  and  those  for  charge  sales. 
Such  tickets  are  filled  in  by  the  clerk  making  the  sale  and  are  quite  simple 
in  case  of  the  small  retail  store.  In  a  large  department  store,  however,  a 
somewhat  more  complicated  form  is  used  because  of  the  necessity  of 
showing  the  department,  the  sales  person,  the  approval  of  a  responsible 
sales  supervisor,  and  other  miscellaneous  data.  Cash  sales  are  recorded 
on  different  colored  tickets  from  sales  on  account.  Tickets  are  made  in 
duplicate  by  the  use  of  carbon  paper.  The  original  copy  is  handed  to  the 
purchaser  or  delivered  with  the  goods,  and  the  carbon  copy  is  sent  to  the 
cashier  with  the  cash,  if  a  cash  sale.  In  case  of  a  charge  sale  the  ticket 
is  sent  to  the  bookkeeper.  At  the  close  of  each  day,  the  total  of  the  cash- 
sales  tickets  and  of  the  sales  on  account  is  obtained. 

The  total  of  the  cash  sales  is  used  as  a  basis  for  an  entry  in  the  cash 
book,  expressing  a  debit  to  Cash  and  a  credit  to  Sales. 

Sales  tickets,  of  course,  cannot  be  considered  as  posting  mediums 
when  the  totals  are  entered  in  some  other  book  preparatory  to  posting. 
But  when  the  sales  tickets  are  kept  in  a  binder,  they  may  also  be  us^ 
as  posting  mediums,  as  explained  in  Assignment  8. 

Any  adding-machine  lists  prepared  daily  from  cash-sales  tickets,  or 
sales  tickets  on  account,  should  be  preserved  and  filed  with  the  day^s 
tickets  to  which  they  apply.  It  is  the  practice  in  many  stores  to  sort  the 
tickets  by  departments  and  also  by  sales  people,  so  that  proper  credit  may 
be  given  each  department  and  each  salesman.  Each  department  may  have 
a  separate  account  in  the  ledger,  but  each  salesman  need  not  have  a 
separate  account.  Any  records  of  sales  made  for  individual  salesmen 
are  only  statistical,  and  do  not  result  in  entries  to  any  accounts  in  the 
general  ledger.  Care  should  be  used,  however,  to  see  that  the  sum  of  all 
sales  divided  among  the  salesmen  is  equal  to  the  sum  of  all  sales  for  the 
day. 

Cash-Register  Strip.  What  has  been  said  concerning  cash-sales  tickets 
might  be  applied  in  a  general  way  to  the  cash-register  strip.  The  latter 
is  also  an  auxiliary  record,  because  the  total  or  totals  calculated  on  the 
strip  are  used  in  setting  up  an  entry  expressing  a  debit  to  Cash  and  a 
credit  to  various  accounts  indicated.  The  sales  made  by  each  person  can 
be  found  by  the  letter  of  the  cash  drawer  assigned  to  each  one,  if  the 
register  has  such  a  device. 

If  cash  received  from  customers  on  account  is  placed  in  the  cash 
register,  such  fact  is  recorded  by  a  special  key  on  the  machine,  or  by 
placing  a  slip  in  the  proper  drawer.  In  either  case,  the  amount  received 
from  customers  on  account  would  be  credited  to  the  respective  customer's 
individual  account  and  to  the  Accounts  Receivable  Controlling  Account 
in  the  general  ledger,  as  desmbed  in  Assignment  9. 

Miseellaneoos  Auxiliary  Books  and  Records.  Some  of  the  more  com- 
mon books  and  records  of  an  auxiliary  nature  have  been  discussed,  but  the 
list  has  not  been  exhausted  by  any  means.  There  are  other  books  in  the 
average  trading  concern  that  might  be  presented,  such  as  the  shipping 
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clerk's  record,  various  devices  used  by  the  purchasing  or  selling  depart- 
ment to  classify  goods,  markets,  territorial  districts,  advertisements,  etc. 
In  addition  to  these,  most  lines  of  business  have  records  pecuhar  to  the 
specific  business.  Real  estate  agents  have  rent  records,  vacancy  records, 
collection  records,  and  others.  Banks  have  signature  books  or  cards,  tell- 
ers' proof  sheets,  and  other  forms  not  necessarily  used  as  posting  mediums. 
Similarly,  insurance  offices,  railroad  offices,  gas  and  electric  companies,  etc, 
have  record  books  into  which  are  placed  fundamental  auxiliary  facts  needed 
in  the  successful  management  of  their  business,  but  in  which  debits  and 
credits  are  not  expressed  for  posting  purposes. 

;  BUSINESS  PAPERS 

The  first  step  that  is  usually  taken  in  any  statistical  investigation  is  the 
collection  of  the  data.  In  the  collection  of  data  for  the  U.  S.  Census,  cer- 
tain specified  forms  are  used  in  order  to  secure  uniform  data.  Much  the 
same  principle  applies  in  collecting  data  for  the  account  books  of  a  busi- 
ness. The  accountant  who  designs  the  system  knows  what  kind  of  infor- 
mation is  wanted  in  the  books  and  statements.  Accordingly,  he  arranges 
to  have  such  information  collected  In  a  systematic  and  uniform  way.  By 
designing  business  forms,  he  renders  it  possible  or  perhaps  necessary  for 
the  clerks  in  a  business  to  collect  the  same  sort  of  data  concerning  trans- 
actions of  a  like  nature. 

In  order  to  expedite  and  make  uniform  the  collection  of  business  data, 
various  forms  are  provided  which  may  be  referred  to  by  the  general  term 
of  "business  papers."  This  term  may  be  applied  to  all  forms  used  in  busi- 
ness for  the  purpose  of  making  a  written  record  of  anything  in  connection 
with  the  affairs  of  the  business,  at  the  time  the  transaction  takes  place. 

Some  common  forms  affecting  the  accounting  procedure  of  a  business 
are:  sales  invoices,  debit  memorandums  or  journal  bills,  purchase  invoices, 
receiving  records,  store  records,  credit  memorandums — issued  and  received 
— checks  and  cash  receipts,  notes  and  drafts,  bills  of  lading,  and  statements 
of  account.  These  business  forms  may  be  considered  as  formal  letters 
passing  from  one  department  of  a  business  to  another,  and  to  outside 
parties,  notifying  such  departments  or  parties  of  some  specific  event  that 
needs  further  tabulating  or  recording. 

Sales  Invoices.  The  sales  invoice,  commonly  called  "bill,"  does  not  differ 
materially  from  the  sales  ticket,  except  that  the  latter  is  usually  employed 
in  connection  with  retail  businesses,  while  the  invoice  is  used  in  wholesale, 
jobbing,  or  manufacturing  concerns. 

The  starting  point  of  the  ordinary  charge  sale  is  the  order.  This  may 
be  a  request  to  ship  certain  designated  articles,  coming  from  the  salesman, 
in  which  case  it  will  probably  be  written  on  a  special  form  arranged  to 
save  time  in  the  writing  and  to  tabulate  the  articles  desired,  "nie  order 
may  come  directly  from  the  customer,  and  in  this  case  it  may  be  on  one 
of  his  own  order  blanks  or  merely  in  a  letter.  Sometimes  the  order  may 
originate  in  a  telephone  conversation.  But  in  any  event  there  must  be  at 
hand  some  memorandum  of  the  goods  wanted;  and  hence  the  order  is 
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transcribed  onto  a  sales  invoice,  regardless  of  the  method  by  which  it  was 
received. 

Billing.  When  the  goods  have  been  shipped,  the  order  goes  to  the  bill- 
ing clerks,  who  make  out  the  bill  or  sales  invoice.  This  document  is  a 
simple  letter  head  with  vertical  rulings  to  make  columns  for  quantities, 
prices,  amounts,  etc  Upon  it  is  written  the  name  of  the  buyer,  the  terms 
of  the  sale,  the  articles  sent,  with  their  respective  prices,  quantities,  etc 
This  invoice  operates  to  notify  the  buyer  that  the  goods  have  been  sent, 
and  that  he  is  now  indebted  to  us  for  the  amount  named.  Invoices  are 
usoally  numbered  serially  for  reference  and  filing  purposes. 

In  large  and  progressive  business  establishments  the  billing  process  is 
often  more  complicated.  The  order  goes  at  once  to  the  billing  department, 
where  a  "shipping  ticket  set"  is  made  up.  This  set  consists  of:  (1)  Ship- 
ping ticket,  on  which  shipment  is  actually  made  and  from  which  the  charge 
is  posted  to  the  customers'  ledger.  (2)  Shipping  memo,  which  is  mailed 
to  the  customer  on  the  day  of  shipment.  This  shows  the  essential  pack- 
ing and  shipping  information  for  the  customer.  (8)  Bill  or  invoice,  mailed 
to  customer  after  it  lias  been  priced,  extended,  freight  charges  added, 
etc.  (4)  Packing  slip,  which  is  packed  with  the  goods  and  shows  the  cus- 
tomer's purchase  order  number,  so  that  the  customer's  receiving  clerk 
can  match  it  with  the  proper  receiving  slip  in  his  file.  (5)  Ticket  audit- 
ing copy,  which  is  the  accountant's  control  and  follow-up  record  to  insure 
each  shipping  ticket's  being  returned  to  file. 

Debit  Memorandiun  or  Joomal  BilL  This  record  covers  memo  charges 
for  returned  material  or  for  sales  of  equipment  or  merchandise  on  which 
there  is  no  profit  taken.  The  sale  of  scrap  material  or  a  second-hand  ma- 
chine would  be  handled  on  a  journal  bill  and  would  not  be  included  as  a 
part  of  the  regular  sales  volume. 

Purchase  Invoices.  The  source  of  information  regarding  our  purchases 
is  the  purchase  invoice.  This  is  the  document  which  to  the  seller  is  a 
sales  invoice.  For  such  of  these  purchases — invoices  that  represent  mer- 
chandise to  be  resold — there  is  an  entry  made  in  the  purciiase  book.  These, 
however,  are  not  the  only  invoices  we  are  likely  to  receive,  tho  they  will 
probably  always  be  in  the  majority.  Should  equipment  of  any  kind  be 
bought,  an  invoice  would  come  with  the  shipment  just  as  in  the  case  of 
merchandise,  but  such  an  invoice  would  be,  in  the  case  of  the  small  busi- 
ness, the  basis  for  an  entry  in  the  journal,  if  the  bill  was  not  to  be  paid 
at  once  (debit  equipment ;  credit  the  seller) ;  if  it  was  to  be  paid  at  once, 
the  entry  to  Equipment  Account  could  come  directly  thru  the  cash  book. 
In  large  organizations  a  special  journal  will  likely  be  kept  for  such  trans- 
actions, known  as  a  "construction  voucher  journal." 

Similarly,  invoices  for  repairs,  services,  or  expenses  of  any  nature 
would  not  be  entered  in  the  regular  purchase  book.  Their  entry  is  made 
in  the  regular  journal  or  a  special  journal.  In  a  later  assignment  you 
will  become  familiar  with  the  voucher  journal  (more  often  called  the 
voucher  register),  in  which  invoices  that  have  been  ^proved  for  payment 
are  usually  entered,  particularly  in  the  larger  business  (nrganizations. 


*"&^.,'<3?fP)|lc 


Auditing  Invoices  or  Vouchers.    When  an  invoice  is  received  it  should 

not  be  paid  until  duly  approved.  It  should  not  be  approved  nntU  someone 
in  authority  has  determined,  thru  the  signatures  of  various  re^nsible 
employes,  that  the  goods  or  services  charged  on  the  invoice  have  been  re- 
ceived or  rendered,  that  the  quantity  and  quahty  are  of  the  kind  con- 
tracted for,  that  the  price  per  unit  is  the  price  agreed  upon,  and  that  the 
extensions  (multiplications)  and  additions  are  correct. 

This  means,  usually,  that  the  invoice  should  be  approved  by  the  receiv- 
ing clerk,  the  purchasing  agent,  and  the  clerk  who  verifies  the  mecchanical 
accuracy  of  the  invoice.  The  financial  officer  or  partner  should  always 
approve  the  invoices  for  payment.  It  is  he  who  decides  the  priority  of 
payment  when  there  are  a  number  of  invoices  on  hand  at  one  time.  He  is 
the  one  responsible  for  taking  advantage  of  discounts.  Purchase  invoices 
are  assigned  numbers  and  may  be  filed  in  numerical  order,  or  according  to 
the  name  of  the  sell^. 


Vmm 

Vw                                             1  F.  0  B.  Point                             1  Prt.  chgB. 

QuMtity 

Unit 

DeecriptioD  of  Mftteriali 

Bigned 

RecdTing  Clerk. 

Reorived  into  rtowB. 

Checked  with  Invoice. 

Storekeeper. 

InToiMOwk 

BscxiTiHa  Rbpobi 

ngnre  S. — ^In  addition  to  the  infonnation  which  this  report  ahowa  It  Is  common  also 

that  the  Keoeiving  Report  show  that  the  goods  have  been  inspected  and  passed  by 

the  injector. 
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Receivliifr  Records.  Before  a  purchase  appears  on  the  books,  it  is  en- 
tered on  certain  auxiliary  records  and  papers.  For  example,  when  goods 
are  received  in  the  storeroom  and  have  been  examined  and  inspected,  a 
preliminary  record  is  made  of  the  quantities  received,  either  by  the  store- 
keeper  or  the  receiving  clerk.  These  preliminary  records  are  called  receiv- 
ing records. 

These  forms  will  of  course  vary  in  details.  One  business  will  need  re- 
ceiving records  that  another  business  cannot  use.  Figure  5  illustrates  a 
typical  receiving  report.  Such  a  report  should  be  made  out  in  triplicate, 
die  original  being  retained  and  filed  in  numerical  order,  or  by  date,  by  the 
receiving  clerk.  The  second  copy  should  go  to  the  purchasing  depstrtment, 
where  it  serves  as  notice  of  the  delivery  of  material.  The  third  copy  fol- 
lows the  material  to  the  storeroom. 

Stores  Records — Perpetual  Inventory.  The  storekeeper  not  only  re- 
ceives stock  or  material,  but  also  sends  it  out  to  the  store  or  factory.  This 
continued  inflow  and  outflow  of  goods  requires  accurate  accounting. 

Accordingly  the  storekeeper,  or  whoever  is  in  charge  of  stock,  keeps 
a  record  of  fdl  goods  received  and  all  goods  issued  from  stores.  This  rec- 
ord is  called  a  stores'  record  and  is  part  of  the  perpetual  inventory  system. 
It  is  termed  perpetual  because  it  shows  currently  the  amount  of  goods 
on  hand. 

This  is  of  great  help  to  an  accountant,  especially  when  he  sets  up 
monthly  statements,  because  he  can  get  his  current  inventory  amount 
from  the  records,  instead  of  being  required  to  take  a  physical  count  of  all 
goods  on  hand.  Of  course  these  records  should  be  v^ifled,  probably  once 
or  twice  a  year,  i.e.,  checked  with  a  physical  inventory,  and  any  differences 
traced. 

The  stores*  records  naturally  vary  greatly  in  detail,  depending  on  the 
nature  of  a  business.    One  of  the  simplest  forms  is  reproduced  in  Figure 
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Orderad 

Issued 

Balance 

D.U 

Order 
No. 

tity 

Date 

Order 
No. 

Quan- 
tity 

Prioe 

^ 

Date 

Order 

No. 

Quan- 
tity 

Prioe 

Ami 

Quantity 

PnFiruAL-lNnNTaBT  Skobd 

FlgMK  <— Thit  recoTd  wUI  shov  currently— day  by  day — the  quantity  and  value  of 
goods  on  hand.    It  is  preferably  a  loose-leaf  or  card  reconL 


6.  Later  in  the  course,  these  records  will  be  discossed  more  folly,  in  oon- 
nection  with  manufacturing  accounting. 

All  these  records  are  auxiliary  to  the  main  records,  and  are  controlled 
by  accounts  in  the  general  ledger,  as  will  be  explained  later. 

Credit  Mnnonindiun  Sales.  In  case  sales  are  returned,  or  allowances 
requested,  the  fact  would  &rst  come  to  notice  in  the  correspondence.  Later, 
this  might  be  checked  up  by  a  report  from  the  shipping  room  of  the  arrival 
of  the  returned  goods.  When  the  unsatisfactory  nature  of  the  goods  had 
been  verified,  or  the  justice  of  the  customer's  clmm  otherwise  passed  upon, 
a  credit  memorandum,  explained  in  Assignment  8,  would  be  made  out. 

Credit  Memorandums — Purchases.  It  will  be  observed  that  there  will 
be  credit  memos  for  purchases,  as  well  as  for  sales.  What  will  be  a  sales- 
credit  memo  to  the  seller  becomes  the  purchase-credit  memo  to  the  buyer. 
It  is  good  practice  to  make  the  entry  (Debit,  Accounts  Payable;  Credit, 
Purchases  Returned)  only  after  receipt  of  the  credit  memo,  as  this  prevents 
the  entry  of  items  about  which  there  may  be  some  dispute. 

These  documents  are  at  once  a  means  of  communication  and  a  basis 
for  accounting  entries.  The  invoice  means  that  the  goods  named  have  been 
forwarded;  the  title  now  rests  in  the  buyer,  and  he  is  indebted  to  the 
seller  to  the  full  amount  specified.  The  credit  memo  means  that  indebted- 
ness previously  incurred  is  thereby  reduced  in  amount  and  for  the  reasons 
specified.  The  bookkeeper  of  the  concern  receiving  such  a  credit  memo- 
randum, therefore,  makes  an  entry  to  show  the  facts  as  evidenced  by  this 
document. 

A  Statement  of  Account.  A  statement  of  account  notifies  a  customer 
of  the  amount  he  owes.  Such  a  statement  is  sent  out  usually  at  the  close 
of  each  month.  It  shows  the  mune  and  address  of  the  customer,  and  indi- 
cates the  date  and  amount  of  all  sales  invoices  issued  to  that  customer 
during  the  month,  as  well  as  any  balance  due  from  the  preceding  months. 
Statements  are  rendered  also  on  old  balances  of  inactive  accounts,  i.e., 
accounts  which  show  no  sales  during  the  month.  These  statements  or 
copies  of  them  are  sent  to  sales  managers,  who  use  them  to  follow  up  old 
customers  for  further  business  or  for  information  as  to  why  they  are  not 
buying  regularly.  No  other  facts  concerning  the  invoices  are  shown.  From 
the  total  of  such  invoices  recorded  on  the  statement  of  account  are  de- 
ducted any  credits  during  the  month,  as  for  returned  goods,  allowances, 
cash,  or  notes.  The  resulting  amount  is  what  the  customs  is  expected 
to  pay  soon,  usually  within  the  next  thirty  days. 

The  statements  of  account  are  made  up  from  the  ledger  accounts  of 
the  various  customers.  They  are  not  used  as  a  basis  for  any  further 
entries  on  the  books  of  the  concern  issuing  them.  The  concern  receiving 
a  statement  of  account  makes  an  entry  only  in  case  it  has  not  already 
made  entries  for  each  invoice  as  received. 

Bin  of  Lading.  When  a  freight  shipment  is  made,  the  railroad  com- 
pany signs  for  the  shipper  a  document  called  a  "bill  of  ladtag,"  which  serves 
as  a  receipt  for  the  goods,  and  as  a  contract  specifying  the  liability,  the 
rights,  and  the  duties  of  the  shipper  and  of  the  railroad  company.  The 
bill  of  lading  is  in  standard  form. 
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The  shipper  usually  makes  out  the  bill  of  lading  or  shipping  ticket,  and 
the  raih'oad  agent  signs  it.  It  shows  (1)  the  name  of  the  shipper,  (2)  the 
name  of  the  party  to  whom  shipped,  (3)  the  name  of  the  railroad  receiv- 
ing it,  (4)  the  routing,  if  it  is  to  travel  over  different  roads  in  going  to  its 
destination,  and  (5)  the  description  and  weight  of  each  package.  If  it  is 
a  carload  shipment,  it  shows  the  number  of  the  car  into  which  it  is  loaded, 
but  does  not  need  to  show  the  details  of  the  articles  or  commodities  in  the 
car.  The  shipping  ticket,  or  bill  of  lading,  should  indicate  whether  the 
freight  is  to  be  prepaid  or  collect. 

The  foregoing  discussion  has  acquainted  you  with  many  of  the  more 
important  and  some  of  the  commoner  forms  and  documents  used  in  busi- 
ness. 

Others  worthy  of  notice  which  may  be  encountered  in  actual  business 
operations  are: 

1.  Plant  and  Eqaipnwnt  Becord  S.    In-Freight  Hflcord 

2.  Conslffmnest  Register  8.    Oot-Freiriit  Becord 
8.    In-Bilb  BeglBter  7.    Storage  Becord 

4.    Claim  Register 

It  is  obvious,  of  course,  that  the  nature  of  the  business  will  determine 
the  nature  of  the  miscellaneous  forms  required. 

An  understanding  of  such  forms  and  their  uses  is  indispensable. 

IMPORTANT  POINTS  IN  THIS  ASSIGNMENT 

This  assignment  has  afforded  you  an  opportunity  of  becoming  familiar 
with  the  accounting  significance  of  numerous  auxiliary  records  and  busi- 
ness papers. 

First  of  all,  you  have  seen  the  need  for  such  records  and  papers.  As 
stated  in  the  assignment,  there  are  numerous  business  transactions  that 
require  analysis  and  classification  in  order  that  the  details  will  be  properly 
recorded. 

Second — Some  of  the  most  important  auxiliary  records  were  illustrated 
and  described.    Each  is  auxiliary  to  the  main  accounting  records. 

1.  Insurance  Register — a  record  of  detail  facts  about  insurance 
policies. 

2.  Car-Record  Book — a  detail  record  of  shipments  received  and 
sent. 

3.  Pay-Roil  Book— for  details  of  pay  roll. 

4.  Inventory  Book — a  record  of  goods  on  hand  for  purposes  of 
comparisons. 

5.  Trial-Balance  Book — for  monthly  trial  balances. 

6.  Sales-Tickets  File — preliminary  record  for  sales  in  main  rec- 
ords of  retail  business. 
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7.    Cash-Register  Strip— provides  totals  for  cash  book. 

Third — The  followins  business  papers  were  shown  as  aids  in  collecting 
accounting  data. 

1.  Sales  Invoices — in  wholesale  business. 

2.  Debit  Memorandums — for  returned  material  or  sale  of  equip- 
ment, 

3.  Purchase  Invoices — for  merchandise  and  equipment. 

4.  Credit  memorandums— for  returned  sales. 

5.  Statement  of  Account — for  customers. 

6.  Bills  of  lading— in  verifying  details  of  shipments. 

Fourth— Other  business  papers,  such  as  plant  record,  consignment  reg- 
ister, in-biUs  register,  etc.,  were  mentioned. 

In  the  problems  that  follow,  you  have  an  opportunity  to  test  yourself 
on  your  knowledge  of  these  books  and  papers. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  14 
S^d  in  solutions  for  all  of  the  following  problems: 

1.  State  what  transaction  caused  each  of  the  following  entries:  <A11 
the  entries  are  shown  in  the  journal  form  for  convenience,  regardless  of 
the  book  of  original  entry  in  which  they  would  usually  appear.) 

(a)  Petty  Cash  (g)  Cash 

Cash  Sales  Discount 

(b)  Sales  Returns  John  Walters 

I.  M.  Heller  (b)  Allen  &  Company 

(c)  Cash  Purchase  Returns 

Delivery  Equipment  (i)    Allen  &  Company 

(d)  Cash  Cash 

Interest  Purchase  Discounts 

Notes  Receivable  Discount«d  (J)  Interest  Expense 

(e)  Purchases  Notes  Payable 

Notes  Payable  Cash 

(f )  Notes  Receivable  (k)  Delivery  Equipment 

Notes  Receivable  Notes  Payable 

W.  Watson 

2.  Specify  what  business  papers  and  auxiliary  books  are  used  for  the 
following  transactions,  before  they  are  entered  on  the  books  of  account: 

(a)  Borrowed  money  from  the  bank 
Cb)  Paid  Granger  &  Company  for  bill  of  merdiandise 
(c)  Paid  demurrage  bill  to  Illinois  Central  RJt. 
(d>  Total  cash  sales  for  day 

(e)  Paid  premium  on  fire  insurance  policy  covering  8  years 

(f)  Bought  ink  and  other  office  supplies  on  account 

ig)  Received  note  from  customer  to  cover  hia  account 
£)  Bought  window  shades  for  office  on  account 
(i)    Allowed  credit  to  customer  for  short  weitrht 
(i)    Shjoped  merchandise  to  customer  by  freight 
(k)  Paid  telephone  rental  for  month. 

3.  We  receive  on  October  5  an  invoice  from  the  Northwestern  Coal 
Company  for  a  shipment  of  five  specified  cars  of  coal  on  September  18. 
This  coal  has  been  unloaded  in  our  yards.  How  can  we  find  out  from  our 
records  whether  or  not  we  received  the  coal? 

4.  On  October  15  we  receive  an  invoice  dated  October  14,  terms  2/10, 
n/30.  What  procedure  should  be  followed  before  a  check  is  issued  in  pay- 
ment of  this  invoice? 

5.  From  the  following  balance  sheet  and  profit  and  loss  statement 
shown  on  the  next  page,  set  up  the  trial  balance  as  it  appeared  before 
closing: 
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Cornnt  Asaeta 

Caah  ia  B«nk t    G88.S7 

Accoonta  Btcaivabla..  3,694.11 

Iotas  RecalTibla 1,000.77 

InTSntorr  Dec.  31, 

Iflai 4,837.80 

Tout  Cnrraat  iaaata 18,911.05 

Fiied  iaaeta 

Offica  Bqnlpaent 1419.84 

Stora  FixlDras 181.60 

Dallvar;  Bquipaant. . .      383.60 


Liabilitita  iDd  Ctpiut 
Current  Liabilitiaa 

Acconnts  Fsyable 13,818. 60 

lotea  Parable 1,718.64 

ToUl  Corrent  Liabilitiaa. ..SI,837. 34 

CaplUI 

Capful  Jnlj  1,1931  S3,833.S6 
Profit  Jaly-Dec.  81.  1,391.13 

letVortli (,ei3  68 


Total  Fixed  Aaeela.. 
Dtfsrrad  Ghtrgea 

Inaaranca  uneiplred.. .. 


98S.94 


Villiu  Btrbnra 

Profit  and  Loes  StttCMnt 
ror  Six  HoDtha  Eodad  Dae.  81,  1831 

Silaa  (groaa) .S  8,709.36 

Baturned  Salea ...  38.27 

lel  SaUa SS ,671 .88 

InTentorj  July  1,  1931 «,H6.94 

Pnrehasea 8,348.85 

Praigbt  In 1,331.66 

«10,S38.U 

Inrenterj  Dae.  SI,  1931 4,827.60 

Coat  of  Gooda  Sold 6,898.84 

Groas  Profit 13,773.34 

Oparating  Bipeosaa: 

Sal  1  ing  Bxpeoaea B  1 ,309.84 

Adainiatrative  Eipanaaa 400.33 

1,810.16 

Hat  Operating  Profit »l,lBa.08 

Other  Incoaa: 

Purebaae  Diaeounta I      106.91 

Intareat  Baniad 49. 8S 

156.36 

Cbargae  to  Incone 11,318.34 

Salsa  DiaeoDotB ..I       17.21 

Intareat  Paid 10.00 

37.91 

Bet  Profit (1 ,391. 13 
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Assignment  15 

FINDING,  CORRECTING  and 
PREVENTING  ERRORS 


r'  is  not  amiss  to  point  out  that  the  possession  of  a 
good  ground  work  in  accountancy  is  a  distinct  asset 
of  increasing  importance  for  one  desiring  to  reach  impor- 
tant executive  positions. 

W.  S.  CARPEhfTER 


LaSalle  Extension  University 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  General  Ledger 

4.  Closing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  The  Cash  Journal 

8.  Merchandise  Records — The  Purchase  and  Sales  Journals 

9.  Subdivision  of  the  Ledger 

10.  Columnization 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Bocriis  and  Business  Papers 

15.  finding,  Correcting,  and  iSvventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectarlb  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissohjtion  Problems — ^Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21.  Corporation  Accounting — Reorganizations — Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Overhead 

Distribution 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  foe  Nontrading  Cokcerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analyses  of  Financial  Statements — General  Review 
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f7NDIN6»  CORRECTING,  AND  PREVENTING  ^IRORS 

The  makiiig  of  a  single  error  on  the  part  of  a  bookkeeper  sometimes 
becomes  a  serious  matter,  not  only  to  himself,  but  also  to  the  management. 

Here  is  what  happened  in  a  Chicago  furniture  house.  The  bookkeeperi 
who  was  inexperienced  in  locating  errors,  failed  to  post  a  receipt  of  J540.00 
from  Mr.  Smith,  a  customer,  to  Mr.  Smith's  account  in  the  general  ledger. 
As  a  result  of  this  error  several  things  happened. 

First  of  all  the  monthly  txial  balance  failed  to  balance.  The  book- 
keeper spent  hours  looking  for  the  error,  but  in  vain.  The  trial  balance 
was  Btin  off.  What  was  the  trouble?  Simply  that  he  did  not  know  how 
to  find  his  error.  He  wasn't  familiar  with  the  methods  of  locating  errors. 
It  was  bad  enough  that  a  mistake  had  been  made,  but  it  was  serious  not 
to  be  able  to  find  it. 

Finally  on  the  fifth  of  the  following  month,  his  books  were  turned  over 
to  an  auditor  who  located  the  error  and  showed  the  bookkeeper  how  to 
proceed  in  finding  similar  errors.  But  this  was  not  all.  On  the  seventh 
of  the  month  when  Mr.  Smith  received  his  monthly  statemenl^  he  was 
lolled  for  ?540.00  more  than  his  own  books  showed.  He-  was  bring  over- 
charged, BO  he  demanded  an  explanation.  Naturally  he  took  up  the  mat-  . 
ter  with  the  proprietor. 

In  looking  up  Mr.  Smith's  account,  it  was  found  that  the  error  had 
been  corrected,  but  too  late  to  avoid  sending  out  a  wrong  statement.  After 
an  explaitation,  the  matter  was  finally  adjusted  and  the  customer  satisfied. 
In  the  meantune,  however,  hours  had  been  spent  in  useless  searching, 
which  might^have  been  saved  had  the  bookkeeper  been  sufficiently  tridned 
in  accounting;  and  what  is  more  important  the  good  will  of  A'  customer  had 
been  almost  destroyed.  All  of  this  was  the  result  of  one  error  on  the  part 
of  the  bookkeeper. 

Errors  like  this  are  bound  to  get  into  the  double  entry  records  at  almost 
any  place  unless  special  care  is  exercised.  That  is  why  we  take  a  trial  bal- 
ance periodically — to  test  the  correctness  of  the  debit  and  credit  entries; 
in  other  words,  to  prove  the  mechanical  accuracy  of  all  previous  work  on 
the  books. 

From  a  brief  review  of  previous  assignments,  dealing  with  the  various 
phases  of  bookkeeping,  an  outline  of  this  work  preceding  the  trial  balance 
mi^  be  presented.  Elach  step  gives  opportunities  for  errors.  The  essential 
steps  in  the  recording  of  transactions  are  as  follows: 

1.  A  memorandnm  of  the  transaction  with  all  necessary  fkcts. 

2.  Analysia  of  the  transaction  into  its  debit  and  credit  elements. 

8.  EntiT  of  Uie  transaction  in  some  one  of  the  joamale  or  books  of  original  entry. 
4.  Footing;  and  equalizing,  or  proving  the  Journals. 

6.  Posting  debits  and  credits  respectively  to  the  ledger,  with  folio  cross  refer- 
ence. 
6.  Footing  and  balancing  the  ledger  accounts. 
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7.  Taking  a  picUminarr  trial  balanee  to  utablish  equality  of  dd>its  and  credits 
in  the  iM^er. 

8.  Making  doaina  entries  to  transfer  and  romraariie  the  profit  and  loss  accounts, 
also  to  datennme  Uie  net  profit  for  the  period. 

9.  Posting  the  closing  entries  and  taking  a  trial  balance  of  aeconnto  after  iba 


10.  Setting  np  of  a  balance  sheet  from  the  post  c 

»ad  less  staCmutat  ftom  the  Profit  and  Loes  Summary  Accooab 

Eadt  of  these  steps  requires  earefo]  work,  and  if  ealcalatioiu  and  post- 
i&gs  are  closely  serutinized  the  trial  balance  and  sabseaBuit  work  wiU  be 
teathematically  correct  This,  however,  does  not  includs  wrong  ideas  as 
to  the  nature  of  transactions^  or  in  other  words,  of  princiide.  The  d«te»- 
tion  of  mistakes  of  this  kind  igmore  a  matter  of  aaditing  and  will  be  taken 
up  later  in  connection  with  Auditing  Procedure,  together  with  the  discos- 
ekia  of  jtrinot^es  which  govoit  the  pn^per  analysis  and  dasaifloation  of 
entrlea. 

The  possibility  of  winlHny  errors  always  exists,  and  an  aocountant 
should  Imow  how  to  locate  and  correct  ^em  and  suggest  methods  for 
preventing,  or  at  least  limiting,  the  possibility  of  mistakes. 

Tka  CU^  Cawes  of  Errors.  Errors  in  aocoouting  warTt  may  arise 
Ikhu  one  w  more  guiaral  underlying  causes,  such  as  carelessneeSf  undue 
atnuB,  or  lack  of  training  in  acoounting  principles. 

IUb  results  in  such  eirors  as  the  fdlowing: 

1.  £m>»  in  additiM,  snbtntotton,  or  multii^toatioa 

2.  Errors  in  copsdng 

8.  Charges  or.  credits  to  wrong  aoooonts 

4.  Omission  and  duplication  of  items 

5.  EmxB  in  debits  and  credits 

Brrora  in  deaUng  with  figures  are  due,  fluently,  to  the  carelessness 
with.whioh  the  flguries  are  first  recorded  and  the  lack  of  close  attention  in 
the -subsequent  handling  of  them.  Poorly  made  figures  are  a  constant 
source  of  trouble.  Often  a  4  is  so  badly  made  as  to  resemble  a  9;  some- 
times the  dash  is  left  off  a  5  and  the  fisrure  is  taken  as  a  6  in  subsequent 
ealodations.  The  downward  stroke  of  a  9  may  bo  carried  into  the  line 
below  in  sueh  a  way  that  it  makes  a  6  out  of  a  0.  Figures  scratched  over 
eadi  other  are  always  a  oans6  of  error;  and  figures  on  unruled  paper  are 
Tory  hard  to  add  correctly. 

Latk  of  Training  in  Accounting  Principles.  The  bookkeeper  may  not 
be  familiar  with  certain  fundamental  accounting  principles  and  may  vio- 
late these  principles  in  analyzing  certain  transactitHis.  For  eium^  he 
may  charge  the  porchase  of  delivery  equipment  to  the  Expoue  Aeeoont, 

thus: 

Dr.  Expttiss.... 


Or.  Cash- 


when  it  should  be  charged  to  the  Asset  Account. 

- ^50.00 
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Since  this  is  obvioasly  a  capital  expenditure,  it  should  be  charged  to  the 
Asset  Account  instead  of  the  Expense  Account. 

Sometimes  an  operating:  expense  is  charged  incorrectly  to  an  Asset 


PftytaB  2.Y  Ji.  A  Go.  for  repla^g  window  Bbades. 
Since  this  is  an  operating  e:t3>ense,  the  correct  entry  would  be: 


THE  FINDING  OF  ERRORS 

As  previously  stated,  the  preclosing  trial  balance  is  the  logical  place  to ' 
detect  errors.  There  is  where  we  would  naturally  begin,  but  some  errors 
may  exist  within  the  ledger  which  will  not  affect  the  trial  balance.  For 
example,  one  error  on  the  debit  side  may  offset  another  error  of  equal 
amount  on  the  credit  side.  In  other  words,  even  tho  the  totals  of  the  mal 
balance  agree,  this  would  not  be  absolute  proof  that  the  ledger  is  without 
error.  If,  however,  the  trial  balance  is  out  of  balance,  there  is  positive 
proof  that  some  error  exists. 

Proeedure  When  Trial  Balance  Totals  Do  Not  Agree.  There  is  no 
definite  rule  for  locating  any  and  all  errors,  except  by  going  over  all  work. 
There  are  several  preliminary  tests,  however,  which  may  indicate  where : 
the  error  exists.  Very  often  a  single  error  can  be  located  quickly  and  cor- 
Irected  immediately.  It  is  usually  worth  while  to  apply  these  tests  before 
undertaking  the  work  of  checking  back  all  postings  and  calculations. 

The  first  step,  of  course,  is  to  readd  the  trial  balance.  AH  work  may 
be  correct,  but  the  final  addition  of  the  columns  may  be  wrong.  If  the 
addition  is  correct  for  the  figures  as  they  appear,  it  is  clearly  indicated 
that  the  trouble  is  to  be  found  in  some  previous  step.  A  survey  of  possi- 
biUties  shows  that  the  error  may  be  due  to:     . 

1.  Posting  an  item  to  the  wrong  side  of  an  account. 

2.  An  error  in  copying  when  transferring  a  balance  from  the  general 
ledger  account  to  the  trial  balance. 

8.  Omission  of  a  debit  or  credit  amount  which  should  have  been  posted. 

4.  Posting  the  same  item  twice. 

5.  An  error  in  addition,  bringing  down  the  bidance  of  an  account  in  the 
general  ledger. 

Practical  Rules  for  Locating  Differences.  There  are  several  ways  of 
trying  out  the  difference  between  the  debit  and  credit  sides  of  a  trial  bal- 
ance which  may  lead  to  a  quick  location  of  the. error. 

1.  A  difference  of  .01,  .10,  1.00,  etc.,  suggests  that  an  error  has  been 
made  in  addition  or  subtraction. 

2.  A  difference  of  9  or  a  multiple  of  9  indicates  a  transposition  of 
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8.  A  difference  divisUde  by  2  indicates  an  error  in  postingr  to  the  wrons 
side  of  an  account,  or  carrying  a  debit  amount  to  the  credit  side,  or 
vice  versa. 

4.  A  difference  divisible  by  9  or  99  indicates  an  error  in  shifting  tiie 
decimal  point. 

If  the  difference  between  the  two  sides  of  a  trial  balance  is  .01,  .10, 1.00, 
etc.,  the  error  is  probably  one  of  addition  or  subtraction.  This  assumption 
may  be  made,  b^use  in  adding  a  long  list  errors  of  1  are  more  likely  to 
occur  than  errors  of  2  or  S.  Sometimes  in  working  rapidly,  6  and  6  will 
be  added  11— the  first  1  will  be  put  down  correctly,  but  the  second  1  will 
not  be  carried  forward.  A  larger  nnmb^  to  be  carried  forward  is  more 
likely  to  be  carried  forward  ctareeOy. 


Ciah 

nUl  BUMCI 

Debit           Credit 

Builliagt  tod  Lud. 

•10,433.33     110,413.33 

When  the  Difference  Is  Divisible  by  9.  If  the  error  is  divisible  by  9  it 
can  be  assumed  that  certain  figures  have  been  transposed.  It  can  be  far- 
ther determined,  that  only  certain  figures  have  been  copied  in  error  since 
there  must  be  a  certain  relation  between  the  figures  to  create  the  dif- 
ference. Suppose  the  difference  amounts  to  18.  Dividing  the  difference — 
18 — by  9  gives  a  quotient  of  2.  Subtract  this  quotient  from  99  (the  highest 
multiple  of  9  requiring  two  columns),  and  the  remainder  is  OT.  This 
establishes  the  first  possibility;  97  may  have  been  written  79.  Other  pos- 
sibilities may  be  determined  by  subtracting  11  (1  in  the  tens  column  and 
1  in  the  unit  column)  from  97.  The  remainder  is  86.  Successive  sabtrae- 
tions  of  11  will  give  the  other  possible  figures  which  may  be  reversed  with 
the  same  result.  Any  of  the  following  amounts  (and  trfmspositions)  will 
create  a  (tifference  of  18: 

97—79,  86— «8,  75—67,  64—46,  68—85,  42-^4,  81—18,  20—02. 

This  method  helps  to  localize  errors  of  transposition  and  exelndes  all 
amounts  not  subject  to  the  test.    (See  Figure  2.) 
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Flton  Xr—Tba^  an  two  poniblUties  in  thii  cass,  and  since  the  error  cannot  be  located 

on  ttie  face  of  the  trial  balance,  the  accounts  must  be  investigated.    It  Is  not  neeesBaiy. 

however,  to  examine  all  of  them.    It  is  possible  to  Unit  the  investiEatton,  first  to  the 

Accoonts  Receivable  and  Accoants  PaTable  Accounts. 

The  ledger  shows — 


Accounts  Receivable  balance.... 
Accounts  Payable  balance....... 

The  ledger  might  have  shown — 


la  either  case  a  correction  in  the  trial  balance  will  bring  the  totals  into 
agreement. 

Notice  also  that  the  last  two  figures  of  the  cash  amount  present  a 
possibility  of  reversed  figures,  the  result  being  a  difference  of  18,  but  if 
the  figures  are  changed  it  would  result  in  a  further  reduction  of  the  debit 
ude  which  is  already  less  than  the  credit  side.  On  this  account  the  Cash 
Account  would  not  be  suspected  as  being  wrong. 

Some  people  have  a  habit  of  reading  figures  reversed.  They  should 
exert  themselves  to  the  utmost  to  break  up  the  habit. 

When  the  Difference  Is  Divisible  by  2.  Sometimes  an  account  balance 
will  find  its  way  to  the  wrong  column  of  the  trial  balance,  as  when  a  credit 
balance  is  shown  in  the  debit  column,  or  an  item  has  been  posted  to  the 
wrong  side  of  an  account.  This  will  cause  an  error  of  twice  the  amount  of 
the  item  which  has  been  wrongly  transferred.    (See  Figure  S.) 

It  is  always  advisable,  therefore,  when  looking  for  an  error,  to  divide 
the  <£fference  by  two  and  consider  the  possibiUty  of  the  half  being  in  the 
wrong  column  c^  the  trial  balance  or  on  the  wrong  side  of  some  ledger 
account. 


16,Ps|»C 

j,Coo«^le 


Whenever  the  B&me  debit  or  credit  is  posted  twice,  or  when  a  debit  or 
credit  is  omitted  in  posting:,  the  amount  of  the  error  will  be  the  difference 
between  the  two  sides  of  the  trial  balaace,  provided  of  course  no  other 
errors  have  been  made. 


TBIU  BALUCI 

Drtit 

Crtdlt 

a    170.00 

3.400.00 
800.00 

1,600.00 

BxpeniB     -. 

icconati  Ptyiblt 

111,670.00 

Fisure  3. — ^The  difference  between  the  two  sides  of  this  trial  balance  is  $340.00.    Bj 

dividing  ¥340.00  by  2  and  lookins  for  half  this  amonot  we  And  that  the  balance  of  the 

Expense  Account  was  entered  in  the  wronsf  column  of  the  trial  balance.    Another  case 

is  illostrated  In  Figure  4. 
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111, SOS. 00 

Figire  4.— In  this  case  the  total  credits  exceed  the  total  debits  by  $350.00.  One-half 
of  this  amount  is  $175.00.  Apparently  the  mistake  is  not  on  the  trial  balance  itself, 
for  there  is  no  such  atnovmt  shown,  ^e  details  of  the  accounts  are  not  shown  in  this 
illustration,  but  a  sale  on  account  for  $175.00  posted  to  the  credit  side  of  Accounts 
Receivable,  instead  of  to  the  debit  side,  would  account  for  such  a  difference. 

.  Slide,  or  Misplacement  of  Decimal  Point.  It  is  lack  of  attention  in  read- 
insT  the  decimal  point  that  leads  a  person  sometimes  to  write  2,000.00  for 
200.00,  or  to  post  200.50  instead  of  250.00.  Accurate  concentration  would 
lead  to  "thinking"  the  figrure  correctly,  two  hundred  and  fifty  dollars — 
not  two  hundred  and  fifty.  Errors  due  to  misplacing  the  decimal  point 
are  also  divisible  by  9  or  99.  This  should  not  be  confused  with  reveraed 
figures,  because  the  mistake  is  of  a  different  nature.    If  the  decimal  point 
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has  been  misplaced  by  a  one-column  slide  (8.00  instead  of  ^),  the  error 
is  divisible  by  9.  An  error  due  to  a  two-column  slide  (200.D0  instead  of 
2.00)  is  divisible  by  99,  etc    (See  Figure  5.) 


IHIAL  UUHCB 

D«bit 

Credit 
«  S,1SS.S7 
10,000.00 

8,667.88 
3,160.00 

■33,804.45 

.    .         8,614.75 

Herchaodiie  Purcbue*  .   .   .   . 

.   .        5,052.03 

HicblnaiT  »fi  lqiiiFMiit\   .   . 

3,675.00 

134.111.95 

Fi^nre  S.— The  total  of  the  debit  aide  ]b.(247^  greater  than  the  credit  side.  This  dif- 
ference is  divisible  by  99,  which  leads  ub  to  Buai)ect  a  two-column  slide.  Since  the  debit 
side  is  greater.  Jet  oa  examine  the  possibilities.  247.50  -e-  99  —  2.S0,.  Thj^  amount 
(^.60)  added  to  the  difference  ({247.50)  equals  $260.00.  We  can  see  that  the  Plant 
Account  is  subject  to  the  test>  On  looking  up  this  account  in  the  ledger,  it  appears  that 
four  thousand,  two  dolliurs,  flft?  cents  ($4002.50)  has  been  written  four  thonsan^ 
two  hundred  and  fifty  dollars. 

Sometimes  the  difference  is  an  amount  such  as  $52.68  or  $783.d7  or 
%2S.  These  figures  do  cot  suggest  an  application  of  the  foregoing  test^ 
that  is,  they  do  not  appear  to  be  due  to  errors  in  addition,  transposition, 
or  misplacement  of  the  decimal  point.  There  are  numerous  possibilities  in 
this  case,  and  a  consistent,  systematic  examination  of  the  work  is  neces- 
sary. A  plan  should  be  adopted  by  which  the  accounts  will  be  covered 
once  and  in  the  most  logical  maimer.  A  good  plan  is  to  begin  with  the 
trial  balance  and  trace  the  work  back  thru  the  various  accounts  instead 
of  repeating  the  process  of  doing  all  the  work  leading  up  to  the  tri^ 
balance: 

1.  Chech  the  Trial  Balance. 

(a)  Check  addition  of  totals. 

(b)  Check  all  accounts  on  trial  balance  t^k  to  the  accounts  as  they 
appear  on  the  ledger,  being  careful  to  see  that  the  amounts  are 
on  the  correct  side. 

2.  Check  the  accoimts  in  the  general  ledger. 

(a)  Examine  footings  and  balance  of  each  account. 

(b)  Chwik  postings  from  books  of  original  entry. 
8.  Check  entries  in  books  of  original  entry. 
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Errors  in  the  Ledgo*.  Errors  can  easily  be  made  in  ralins  iq>  an  ao- 
coant  and  Ininging  down  the  balance.  It  is  easy  to  write  as  the  new  bal- 
ance below  the  rminsr  the  total  which  stands  ^ust  above  it,  or  to  twist 
about  the  figures  so  that  the  balance  below  the  lines  is  not  the  same  as  the 
one  above  them  on  the  opposite  side  of  the  accotmt.  A  balance  may  even 
be  left  above  the  ruling  and  not  be  brought  down  at  alL  A^in,  in  carry- 
ing an  account  forward  to  a  new  page,  the  balance  or  the  totals  of  each 
side  may  be  transferred  incorrectly.  AU  these  things  will,  of  course,  pro- 
duce an  error  in  the  trial  balance  which  can  be  easily  detected  by  inspect- 
ing the  closed  or  forwarded  accounts. 

Reverse  Posting— A  Means  of  Localizing  Errom.  If  the  error  cannot 
be  traced  by  any  of  the  methods  which  have  beep  described,  you  should 
vrotk  back  from  the  ledger  to  the  books  of  original  entry.  This  is  called 
reverse  posting  or  abstracting  the  ledger.  This  reverse  posting  is  not 
difficult,  provided  you  thoroly  understand  it. 

To  illustrate  the  procedure,  we  will  take  the  accounts  as  they  would 
appear  in  the  General  Ledger,  and  reproduce  them  in  figure  6. 
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If  you  will  take  a  trial  balance  of  the  accounts  shown,  yon  will  find  that 
the  ct«dit  side  exceeds  the  debit  side  by  ^.96.  Instead  of  checking  back 
the  postings,  yon  can  localize  the  error  by  abstracting  from  the  ledger, 
first,  the  debit  iMMtings,  and  then  the  credit  postings,  according  to  books 
of  ori^ial  entry  from  which  the  postings  were  made.  The  analysis  of  the 
above  ledger  Is  shown  in  Fifiiz«  7. 


(si^NS^Ic 


ANALYSIS  OF  DEBIT  POSTINGS 
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FlKim  T.    niis  statement  is  madft  up  from  the  ledger  accounts  In  Figure  6.    The 
amounts  are  cUasified  according  to  the  boolcs  of  original  entry  from  which  they  were 

Explanation  of  the  Analysis.  In  this  analysis  sheet  you  will  observe 
that  a  column  is  provided  for  each  book  of  original  entry  and  one  line  for 
each  account.  If  there  are  many  items  from  each  book  of  original  entry, 
more  than  one  line  for  each  account  should  be  allowed. 

You  notice  that  the  debits  and  credits  for  each  book  of  original  entry 
agree  except  those  of  the  journal.  The  credits  posted  from  the  journal 
are  ?3.96  more  than  the  debits.  This  is  the  amount  of  the  difference  in 
the  trial  balance.  We  have,  therefore,  localized  the  error  in  the  journal. 
An  examination  of  the  journal  entries  for  the  month  will  disclose  either 
an  error  in  iwating  from  the  journal  or  an  error  in  the  journal  itself.  In 
this  case,  we  find  that  when  the  bookkee[>er  posted  the  return  sales  of 
$412.08,  he  posted  it  as  $408.12. 

This  method  of  reversing  the  postings  will  localize  the  error,  bat  will 
not  always  disclose  the  nature  of  the  mistake  made  without  still  further 
examination.  It  does,  however,  enable  you  to  discover  the  error  more 
quickly  than  if  you  were  to  check  the  postings  item  by  item.  This  method 
of  finding  errors  is  frequently  used  by  public  auditors,  as  it  eliminates  the 
necessity  of  makiiig  undesirable  check  marks  on  the  books  and  also  fur- 
nishes the  auditor  with  a  complete  abstract  of  the  books  for  his  own  files. 

Errors  in  Bot^  of  Original  Entry.  It  is  advisable  to  beg^  with  the 
folio  columns  of  the  books  of  original  «ntry  for  any  unposted  items.  Such 
items  would  show  up  quickly  because  of  the  vacant  spaces  in  the  folio 
column  where,  properly,  there  should  be  ledger  page  numbers.    Espedal 
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Abstract  of  the  Ledgek 

posted.   Thus,  totals  are  obtained  and  the  erTor  is  localized,  that  is,  you  can  detenrfne 
in  what  book  of  original  entry  the  wror  was  made.   In  this  case  the  error  -kos  mad«  in 
the  journal. 

attention  should  be  given  at  this  point  to  the  posting  of  totals,  since  the 
totals  are  more  likely  to  be  overlooked  in  posting  than  the  details. 


CORRECTION  OF  ERRORS 

Whatever  the  cause  of  errors,  they  can  be  found.  Where  the  amoint 
of  the  difference  plainly  suggests  some  particular  type  of  error,  time  aad 
labor  may  be  saved  by  applying  the  tests  previously  described.  If  th«se 
tests  do  not  reveal  the  error,  ttie  work  must  be  carefuUy  rechecked.  in 
error  must  be  found,  no  matter  how  small  it  might  be.  An  error  of  13 
cents  may  be  the  net  result  of  several  errors  of  large  amount,  some  of 
which  may  be  of  considerable  importance. 

Careless  Corrections  May  Cause  Other  Errm^  Errors  should  always 
be  corrected  at  once,  carefully  and  completely.  This  last  phrase  is  add«d 
advisedly,  because  the  correction  of  errors  is  often  the  source  of  othtr 
errors.  An  error  in  writing  a  figure  may  be  detected  easily.  If  it  be  cor- 
rected by  writing  over  the  figure  the  resulting;  "sign"  (it  can  hardly  be 
called  a  figure)  may  often  cause  an  exasperating  error  later.  Cases  an 
known  where  entries  have  been  corrected  by  moving  an  amount  from  on» 
column  to  another  in  a  book  of  original  ent^  without  altering  the  total  ol 
the  column,  the  total  to  be  posted  later.   In  such  a  case  correcting  the  error 
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ynU  cause  another,  or  at  best  permit  a  part  of  the  original  mistake  to 
stand.  It  is  important,  therefore,  that  yoa  Make  Corrections  CsrefuHy, 
Thoroly,  and  Completely. 

Where  to  Beffin  in  Correcting  ErrOTS.  When  the  error  exists  in  the 
trial  balance,  and  the  ledger  is  correct,  it  will  be  necessary  only  to  set  np 
a  new  trial  balance,  and  correct  the  wrong  amounts.  Bat  when  the  trial 
balance  fails  to  balance  because  of  mistakes  in  the  ledger  or  in  books  of 
original  entry,  these  mistakes  should  be  corrected  first  at  the  source.  In 
other  words,  do  not  ocnxect  the  trial  balance  first  and  tiien  later  correct 
the  ledger  and  books  of  original  entry.  Yon  may  forget  to  correct  liie 
eiTor  ttsdf,  and  thus  leave  the  books  still  out  of  balance.  The  best  way  is 
to  correct  tiie  errors  on  the  books  of  account  first,  and  after  all  corrections 
have  been  made  then  take  a  trial  balance  for  final  verification. 

Practica]  Suggestions  on  How  to  Blake  Correctiooa.  Do  not  erase 
errors.  Accountuits  are  strongly  opposed  to ''altering  figures  by  scratch- 
ing or  rewriting  them.  Dishonesty  is  sometimes  concealed  beneath 
scratched  figures;  they  are,  therefore,  the  subject  of  extra  dose  semtinT, 
lot  to  say  suspicion.  Besides,  an  erasure  usually  results  in  unsig^uy 
books  wiui  the  ink  spreading  over  the  roufl^iened  surface,  often  to  the 
extent  of  rendering  the  amounts  indistinct  A  safe  rule  to  fi^km  is:  Do 
not  make  corrections  in  a  way  that  may: 

(a)  Cause  confusion  in  the  verification  or  analysis  of  ledger  accounts. 

(b)  Impair  the  value  of  books  of  original  entry  as  evidence  in  a  court 
'          of  law. 

I  (e)  Destroy  the  neatness  of  the  records. 

:  How  to  Proceed  In  CcMreetinc  Errors.  First  of  all  the  nature  of  the 
eiror  should  be  determined  and  we  correction  made  accordingly. 

;  1.  Cancel  the  original  entry  and  make  a  new  entry.  Host  mechanical 
e(Tors,  such  as  miscopying  amounts,  posting  to  the  wrong  side  of  an  ae- 
ctunt,  errors  in  addition,  incorrect  buances,  failure  to  post  a  d^t  or  a 
credit  to  an  account,  etc.,  should  be  ruled  out  neatly  with  red  ink,  and  the 
cprrect  amount  should  be  entered  in  the  proper  place,  lbs  date  of  making 
tie  correction  and  the  initials  of  the  person  correcting  the  error  should  be 
added,  for  the  sake  of  having  a  complete  record.  If  this  orror  has  i^eeted 
Aher  accounts  the  correction  should  be  made  there  also;  otherwise  the 
iirect  entry  will  cause  still  greater  confusion. 

2.  Enter  all  items  that  have  been  omitted.  All  transactions  which  were 
tmitted  in  books  of  original  entry  should  be  entered  in  the  proper  books, 
isually  at  the  bottom,  the  totals  corrected,  and  the  correct  totals  posted. 

8.  Correction  of  errors  in  principle.  Errras  in  principle  require  a  jour- 
nal entiry  that  will  reverse  the  incorrect  entry.  For  example,  if  you  find 
tiiat  the  purchase  of  delivery  equipment  has  been  charged  to  an  oqkense 
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aeeonnt  instead  of  to  an  asset  aeeoniit,  yon  vill  make  this  oOTreeting 
journal  entry: 


Dr.  Delivary  Equipment.... 
EziwmM 


After  the  journal  entry  ia  made,  it  must  be  posted,  and  the  error  in  the 
accounts  corrected  by  red  line  ruUngs. 

PREVENTION  OF  ERRORS 
In  developing  the  double  entry  system  of  accounts  thruout  the  preced- 
ing assignments,  we  have  frequently  suggested  spedflc  devices  <h  safe- 
guarding the  accounting  records  against  errors.    "Die  more  important  are 
as  follows: 

1.  Tim  jonnuil  was  Introduced  to  assure  »  mora  careful  analysis  of  the  debits 
and  credits  before  the  transactions  are  entered  in  the  ledger. 


5.  Spedal  Joamala  provlds  sreater  accorac?  in  the  original  entry,  because  enlr 
certain  types  of  transacoona  an  entered  in  certain  books,  as,  for  examid^ 
cash  items  In  the  cash  journal. 

4.  The  trial  balance  before  closing  or  "proof  sheet"  ia  a  test  of  Qie  equality  of 
debits  and  Credits  in  the  ledger. 

6.  Hie  trial  balance  after  closing  proves  tiie  correctness  of  the  closing  process. 

e  a«  a  control  on 

Care  Neccssaiy  lii  Mjifciwy  AdditloBa.  There  Is  only  one  way  of  pre- 
venting errors  and  that  is  to  train  yourself  to  handle  figures  accuratdy. 
Intdligent  training  means  mrae  thian  blindly  adding  and  adding  until 
accuracy  is  finally  acquired  by  mere  repetiticHL  So  many  errors  are  made 
in  addition  that  anyone  who  constantly  deals  with  figures,  naturally  wishes 
to  improve  as  rapidly  as  possible.  When  conoentration  is  acquired  by 
habit,  accurate  adding  becranes  easy,  for  the  absence  of  strain  in  fordi^ 
the  mind  to  combine  figures  leaves  that  mnch  more  energy  free  to  the  ta^ 
of  holding  the  attention  on  the  amount  carried  .over  to  l£e  next  column.  ' 

Transfer  of  Figures.  Adding,  however,  is  not  the  only  operation  where 
attention  needs  training.  Figures  must  be  transferred  from  place  to  place, 
as  wen  as  added.  There  are  three  steps  in  the  mental  effort  of  transferring 
figures:  I 

1.  Reading  the  Qriginal  amount 

2.  Mentally  carrying  the  amount  to  another  page.  i 

8.  Writing  the  amount  carried  in  mind. 

The  best  advice  here  is  to  think  the  amount  Do  not  be  content  merely 
to  carry  a  visual  image  of  the  figures.  Think  the  amount  as  clearly  and  in 
the  same  words  as  if  you  were  calhng  it  aloud.    If  you  think  the  figure 
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when  reading  it,  and  asoin  when  writing  it,  yoa  will  find  the  mind  will 
carry  the  amount  oyer  safely  enough.  Some  people  murmur  the  figures 
under  their  breath,  but  generally  this  is  a  makeshift  for  training  in  think- 
ing figures.  Thinking  is  a  faster  mental  process  than  talking,  and  it  may 
be  made  just  as  clear  and  connected. 

Checking  Postins^  at  the  Time  Amounts  Are  Posted.  If  you  cheek 
your  postings  immediately  at  the  time  when  the  amount  is  posted,  you  will 
prevent  numerous  errors.  Sometimes  the  practice  is  to  recheck  all  post- 
ings, say  at  the  end  of  each  day.  This  prevents  errors  from  accumulating, 
but  involves  a  duplication  of  the  posting  effort.  Many  of  the  best  book- 
keepers follow  the  plan  of  checking  the  [tosting  at  the  time  it  is  made. 
This  means  more  than  merely  putting  a  pencil  mark  after  the  figures ;  it 
involves  a  special  mental  effort.  If  you  can  develop  the  faculty  of  erasing 
from  your  mind  the  figures  just  posted,  you  can  then  look  at  the  amount 
before  you  in  the  ledger  as  a  new  and  strange  figure. 

Having  this  mental  attitude,  it  is  an  easy  matter  to  look  back  to  the 
book  of  original  entry  for  the  amount  posted  and  verify  the  figures  trans- 
ferred. A  little  practice  makes  tlus  a  very  effective  method  of  (decking, 
which  will  save  a  great  deal  of  time.  It  is  time  saving  to  scan  again  the 
figures  while  they  are  before  you  rather  than  turn  pages  later  to  find 
th«an. 

Internal  Check.  Most  devices  which  are  intended  to  "catch  the  error 
young,"  before  it  has  become  buried  too  deep  in  the  records,  are  classed 
as  "internal  checks."  The  principle  of  internal  check,  briefly  stated,  is 
this:  Where  the  same  facts  are  worked  over  by  two  or  more  people,  the 
two  sets  of  results  afford  a  means  of  testing  the  accuracy  of  the  record. 
This  principle  is  based  upon  the  general  experience  that  two  persons  are 
very  unlikely  to.  make  the  same  error;  if  their  work  agrees,  it  is  very 
probably  correct.    . 

Not  only  is  the  internal  check  valuable  for  finding  errors  early,  but  it 
also  prevents  fraudulent  entries,  intentionally  made  to  misrepresent  facts. 

You  have  already  had  one  example  of  the  internal  check  in  controlling 
accounts  for  the  subsidiary  ledgers  of  customers  and  creditors. 

If  you  go  into  any  bank  you  will  also  find  the  internal  check  in  use. 
The  deposit  tickets  received  by  the  teller  are  totaled  by  him  before  they 
are  handed  over  to  the  ledger  clerk  for  posting  to  the  individual  accounts. 
Then  after  the  posting  of  the  day  is  finished,  the  ledger  clerk  takes  off  a 
list  from  the  ledger  of  the  deposits  posted.  The  total  of  this  list  must 
agree  with  the  total  of  the  list  obtained  by  the  receiving  teller.  If  it  does 
not  agree,  the  work  should  be  rechecked  until  the  discrepancy  is  accounted 
for. 

Methods  of  Proving  Yonr  Wmrk.  The  importance  of  checking  and 
verifying  all  results  cannot  be  too  strongly  emphasized.  The  following 
methods  are  commonly  used  by  bookkeepers  and  accountants: 

(a)  Addition — ^Add  the  fibres  twice  in  reverse  order  while  they  are  before  you. 

(b)  Subtraction — Add  the  remainder  back  to  the  amount  subtracted  before  leav- 

inff  it  or  using  the  result. 
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You  can  prevent  numerous  errors  by  exercising  great  care  in  the  fol- 
lowing: 

1.  Recording  Transactions 

(«)  Etut  entry  made  in  a  book  of  origliul  entry  sbonld  be  supported  by  some 
written  evidence,  such  as  an  invoice,  sales  ticket,  etc  Provide  a  safe  place 
for  ttiese  papers  to  accumulate;  aa  each  paper  is  removed  and  recorded, 
cancel  or  otherwise  mark  it.  ^nils  procednre  will  serve  as  a  check  agaiiist 
recording  the  same  transaction  twice  or  omitting  a  transaction  entirely. 

(b)  Foot  the  debit  and  credit  colnmna  (do  not  enter^  totals  unless  done  lightly  in 
pencil  on  margins)  In  the  journal  to  test  Uie  equality  of  debits  and  credits. 

2.  Posting 

(a)  Hake  sure  that  your  cross  references  are  made  for  each  Item  posted— acan 
the  folio  columns  at  the  time  of  posting. 

(b)  Hake  Deriodic  tests  of  the  postings  to  the  controlling  accounts  by  preparing 
llata  m  the  balance  of  the  accounts  contained  in  the  subsidiary  ledgers.  If 
there  la  a  discrepancy  between  the  ^neral  and  subsidiary  ledgers,  an  error 
has  been  made  in  recording,  posting,  or  extracting  the  babnces  of  the 
account.    Thus  it  can  be  corrected  at  once. 

8.  Preparing  a  Post-Closing  Trial  Balance 

(a)  A  trial  balance  after  closing  is  of  great  assistance  in  finding  errors  that 
might  be  made  after  the  Kgular  trial  balance  is  taken  and  before  the  subsa- 
quent  period  begins. 

MAIN  POINTS  IN  THIS  ASSIGNMENT 

This  asfiigmneDt  has  emphasized  the  need  for  accuracy  in  recording 
transactiona.  As  illustrated  in  the  assignment,  one  error  can  cause  a  lot 
of  trouble  for  the  bookkeeper,  and  may  even  affect  the  inrogress  of  a 
business. 

Mistakes  can  easily  creep  into  the  records  at  almost  any  point  and 
cause  errors: 

1.  In  addition,  subtraction,  or  multiplication 

2.  In  copying  figures 

8.  In  making  charges  or  credits  to  the  wrong  accounts 
4.  In  omitting  and  duplicating  items 
6.  In  misplacing  debits  and  credits 

In  dealing  with  errors  we  have  made  the  following  practical  sugges- 
tions: 

First— Find  the  Errors 

1.  In  the  trial  balance 

2.  In  the  ledger 

8.  In  the  books  of  original  entry 

4.  As  a  final  resort  abstract  the  ledger 
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Second— Correct  errors  earefoUy  and  completely 

1.  Correct  errors  first  at  their  source 

2.  Do  not  erase  or  scratch  over 

5.  Add  all  omitted  items 

Third — ^I^  in  every  way  to  in'event  errws 

1.  In  addition 

2.  In  transferring  figures 

3.  In  checking  postings 

4.  By  means  of  the  Internal  check 

6.  Prove  every  part  of  your  work 

With  these  points  clearly  in  mind  take  np  the  problems.    They  win 
challenge  your  best  effort  at  accurate  and  careful  work. 


-d  by  Google 


PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  16 

The  foBowing  problems  are  typical  of  actual  busineH  situations.  Pre- 
pare and  send  in  to  the  University  solutions  to  all  the  problems. 

1.  Below  is  a  list  of  errors  frequently  made.  For  each  one,  state 
whether  the  making  of  the  error  would  cause  the  debit  or  credit  side  of 
ttie  general  ledgo-  trial  balance  to  be  greater,  and  how  much. 

(»)  Omitted  to  post  from  th«  aales  book  the  sale  to  Hayes  and  Ginder  of  9460 


(e)  Poated  to  the  debit  ilde  of  Accounts  Receivable  Account,  an  amount  of 
$SS6M  paid  to  Arthur  Wri^t,  a  creditor. 

2.  State  whether  each  of  the  followiiig  errors,  if  left  uncorrected, 
would  cause  the  profit  for  the  period,  as  it  would  appear  on  the  profit  and 
loss  statement,  to  be  greater  or  less  than  it  should  be,  and  by  how  much. 

g,400,  the  cost  of  Installing'  a  mndi-needed 
g. 
(b)  In  earryinc  forward  from  the  bottom  of  a  ledger  page,  during  tlie  period, 
the  balance  of  I81S.0O  purchase  discounts  was  carried  to  the  wrong  side  of 
the  account  at  the  top  of  the  new  page. 


8.  John  Lucky,  the  proprietor  of  a  grocery  store,  withdrew  |27S.OO 
cash  for  personal  use  in  pajong  household  expenses.  On  the  same  date  he 
invested  an  auto  truck,  valued  at  $700.00,  in  the  business.  The  truck  had 
recently  been  given  to  Mr.  Lucky  by  his  father.  In  recording  these  facta, 
the  bookkeeper  deducted  the  cash  withdrawal  from  the  value  of  the  truck 
and  made  the  following  entry: 
Auto  Truck  .. 


John  Lo^y,  Ca|dtal... 


(a)  nd  he  record  the  transactions  properly  T 

(b)  If  not,  would  the  equHibrinm  of  the  trial  balance  be  affected  T 

(c)  Again  if  not,  how  would  you  proceed  to  correct  the  errorT 

4.  The  books  of  original  entry  and  general  ledger  accounts  of  J,  F. 
Dwyer,  wholesale  dry  goods  dealer,  are  shown  on  the  following  pages  as 
they  existed  on  June  15,  1921. 

(a)  From  the  accounts  as  they  now  stand  take  a  trial  balance. 

(b)  Should  the  trial  balance  indicate  that  some  errors  have  been  made,  locate 
them  and  state  how  you  would  moke  the  correction  in  each  case. 

(c)  Seprodnce  the  trial  balance  with  all  apparent  errors  corrected. 
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C«ah 

BnLldlDga  

TuniiUirs  tad  FiituHS. 
HarcbtndiM  InvtDtoij  . 


.  F.  DiTBr,  cipittl.  . 
iiielB  iDl  llibUlbiai 
of  buainasi 


A. B.C.  k  Co.    AccouDti  Pijibls     

HoUa  Ptyabla 

GiTa  our  60  dtj  nan  inttrttt  b«arin2  nota  t 
A.B.C.  t  Co. 


Silaa  ttatariLsd U'.   .   . 

John  Ligbt 

J.  light  catarned  tGO  nrtb  of  foodi 


Hotaa  Bacaivible 

B.  P.  Fans  AccouQli  Racaivabla 

BscaiTed  30  dty  non-intareit  bearing  n 
froB  B.  P.  Pann 


■  9,00010 

T.asoio 

l.BOOW 
17,67(00 
1, BOO  DO 


CASH  BOOK— Receipts 


J.  F.  Dw7ar  InvaBtoent  

R.  S.  Sloasa  on  a/c 

jDbD  Light,  DD  a/c  ..:.... 
"  '  :■  for  Caab 

>.  Fonn,  on  a/e  

la  for  Caab  

Notaa.Rac.  Die.   (Rod'd  full  n\.) 
Brown  Broa '. 

la  for  Caab  .   .   :  

Ganeral  Ladgar  

Cuatoaara'  ladgar  Cr 

Ciah  Dr 


Customen' 
Ledger 
Credits 


39  M 
75|00 
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CASH  BOOK— DitbtlMlWllU. 


EipsDie,  Imunnce  . 
Iipni*.  idv«rti>iii| 
ParchatB*,  Gt«b.  .  . 
JL.  B.  C.  &  Co.,  on  t/ 
liptnas,  offica  d«tk 
t.  I.  Karfhr,  «B  i/c 
rvrebiiK,  ciib.  .  . 
Juei  ling,  on  t/e  . 
IqtBK,  wigai  .   .   . 

Gcnanl  Ltdgtr  .  .  . 
CrvdiWn'  lid(«r  Dr. 
Caih  Cr 


SALES  BOOK 


D»te 

L.F. 

Tvm 

AnMODt 

1*31 
Jnn*  2 

13 
U 

IS 

■    7» 
319 

110 

300 

Its 

T9 
UO 
ISO 

00 
00 

00 
00 
DO 
DO 
DO 
00 

Ciik 

13,339 

DO 

_l 

PURCHASE  BOOK 


DMa 

UP. 

BipiMMiMi 

Itena 

AnMimt    1 

Ittl 

• 

13 
IS 
IS 

A.  B.  C.  t  Co  

U.STS 
490 

too 

i.ias 

ITS 

n 

DO 
10 
DO 

n 

H.OlO 

10 

*epi(%ic 


GE3fERAL  LEDGER  ACCOUNTS 

.  "C'lptUl 


1S31 

rasr 

luae 

. 

InTSitMnt 

laa.saG 

H 

InT«atB*Dt 

•■"""I 

ml 

Ml 
June 

0 

Ciah 

1    MODO 

j 

13 

Caali 

flSOM 

1 

U 

Caib 

170 

DO 

It 

Total  on  t/c 

u.sia 

M 

SALES  RETURNED 

1931 
Jnnt 

13 

Jobn  Li^t 

1  U 

DC 

- 

EXPENSE 

Juna 

.1 

iBinnnct      1 

1  100 

00 

IMI 

3 

ilvartiBins  . 

335 

DO 

ID 

Otfict  deik 

02 

GO 

IS 

Uigt. 

lOS 

DO 
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ACCOUNTS  RECErVABLE 

Juna 

13 

SiUi  ratarncd  (John  Light) 

1      60 

j:: 

13 

lot*  CR.P.Pmb) 

iiM 

■ 

IS 

Tout  ttlti  i/e 

>,.,.» 

NOTES  RBCTIVABLE 

June 

13 

E.P.Faao 

■200 

DO 

laal 

NOTES  RECEIVABLE  (Discounted) 

IBUl 

1911 

13 

B.   P.   Fm  note 
•old  to  bmk 

laooL 

1 

NOTES  PAYABLE 

ISIl 

L931 
Jan* 

10 

A.  B.  C.  &  Co. 

■3,000 

DO 

ACCOUNTS  PAYABLE 

mi 

JODt 

7 

JL.  B.  C.  &  Co.  ciali 

■    37G 

DO 

ruQt 

IE 

Total  purchti*  on  ■/« 

H.08S 

,. 

10 

Our  note  to  *.  B.  C.  4  Co. 

a, 000 

DO 

14 

L.  1.  Harpbr ,  cash 

800 

10 

19 

JtMi  King,  cnh 

ISO 

00 

mi 

Jane 

1 

laTaetBfiDi 

17,860 

00 

1931 

l93t 
June 

1 

iDTaataeiit 

11.800 

l»8l 

00 

'.?OT)§le 


MERCHANDISE  INVENTORY 


Jno* 

1 

tlnTtatasnt 

llT.eTS 

mi 

DO 

FURNITURE  &  FIXTURES 


U31' 

JOM 

1 

iBMftaitQt 

■1,800 

0. 

mi 

Note:  It  is  •esomed  that  th«  amount  for  eadi  asset,  purchase,  sale,  i 
aa  shown  in  the  varioas  books  of  original  entry.  Is  correct. 
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PROCEDURE 


Elements  of  Accountmg  Practice 

Assignment  16 

PERIODIC  ADJUSTMENTS  FOR  ACCRUED 
AND  DEFERRED  ITEMS 


THE  unusual  development  of  World  Commerce,  car- 
rying with  it  the  necessity  for  great  financial  insti' 
tutions,  industrial  organizations,  and  business  corpora- 
tions and  partnerships,  has  created  an  imperative  demand 
for  higher  accounting  efficiency  which  it  is  difficult  to  meet. 
There  is  a  vast  difference  between  the  bookkeeper  who 
mechanically  records  the  work  assigned  to  him  and  the 
trained  accountant  who  is  able  to  treat  his  work  intel- 
%endy.  One  remains  a  time  server — the  other  becomes 
an  executive. 

HAYES  FLOWERS.  C.  P.  A 


LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course- 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lif^ter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Bahnee  Sheet 

2.  The  Profit  and  Loss  Statem«it 

3.  The  General  Ledger 

4.  Closing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  The  Cash  Journal 

8.  Merchandise  Records — ^The  Purchase  and  Sales  Journals 

9.  Subdivision  of  the  Ledger 

10.  Cohunnization 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  I^ing 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Err»8 

16.  Accm^  and  Deferred  Items 

17.  Depredation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operatiim 

19.  Partnership  Accounting — Dissolutirai  ProUems — Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21.  Corporation  Accounting — Reorganizations — Mergers 

22.  The  Voucher  Systeu 

23.  Factory  Accounting — Manufacturing  Statbubnt 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontradinc  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  CoupARATivE  Statements 

30.  Analysis  of  Financial  Statements — General  Review 
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PERIODIC  ADJUSTMENTS 

FOR  ACCRUED  AND  DEFERRED  ITEMS 

Many  bookkeepers  pride  themselves  on  their  ability  to  keep  their  rec- 
ords free  from  mechanical  errors,  such  as  those  discussed  in  the  preceding 
assigmnent.  That  in  itself  is  an  admirable  accomplishment.  But  it  doesn't 
go  far  enough.  Along  with  this  accuracy  should  go  a  thoro  knowledge  of 
fundamental  accounting  principles. 

The  bookkeeper  of  a  certain  auto  supply  house  recently  went  thru  a 
rather  humiliating  experience,  which  he  might  have  avoided  if  he  had 
applied  the  accounting  principles  which  are  set  forth  in  this  assignment. 

Briefly  stated,  this  is  what  happened : 

At  the  end  of  the  jrear  the  bookkeeper  closed  the  books  and  set  up  the  balance 
sheet  and  profit  and  loss  statement  showing:  &  net  pnflt  at  |12,8'ra.6&.  He  then  sub- 
mitted the  two  statements  to  each  of  the  officers  of  the  company. 

When  the  treasurer  received  the  statements,  he  compared  them  vrith  the  state- 
ments of  the  preceding  year  and  found  that  the  net  profit  had  decreased  over  $2,000.00. 

He  at  once  suspected  that  something  was  wrong.  Being  a  man  who  had  had  con- 
siderable experience  in  accounting,  he  made  an  independent  check  on  the  books. 

This  is  what  be  found.  During  the  first  month  of  the  year  $900.00  was  paid  out 
for  insurance,  to  cover  a  period  of  three  years,  and  this  entire  premium  had  been 
charged  into  the  Exjiense  Account  of  the  current  year,  just  $600.00  too  much.  He  also 
found  that  $1,500.00  was  spent  for  office  supplies,  $1,200.00  of  which  was  still  on  the 
shelves  and  represented  an  asset,  rather  tlian  an  expense,  for  the  period,  ^e  result 
was  that  the  net  profit  shown  on  the  profit  and  loss  statement  was  $1,800.00  too  small, 
and  the  balance  sheet  did  not  show  anuing  the  assets  unexpired  insurance  and  offica 
supplies.  j 

Hie  treasurer  also  looked  over  the  notes  receivable  register  for  notes  due  from 
customers,  most  of  which  were  interest  bearing.  He  figured  the  interest  on  these  notes 
from  the  date  of  issue,  or  from  the  date  of  the  last  interest  payment,  up  to  the  date 
«f  Uhe  financial  sUtements.  This  amounted  to  $350.00,  which  was  really  income  for  the 
current  year,  even  tho  it  would  not  be  due  until  some  time  later.  This  should  have  been 
included  among  the  other  Income  items. 

With  these  items  before  him,  the  treasurer  called  in  the  bookkeeper  and  asked  for 
an  explanation.    The  bookkeeper  maintained  that  his  books  contained  a  record  for  e^       ' 
transaction  of  the  period,  that  his  books  were  in  balance,  and  for  this  reason  his  b~^ 
sheet  and  profit  and  loss  statement  must  be  correct. 

The  treasurer  not  only  pointed  out  the  bookkeeper's  errors,  but  he  also  brought  out 
the  fundamental  accounting  principles  that  he  failed  to  apply:  "Your  statements  are 
false  and  misleading  because  they  are  incomplete.  In  fact  they  are  useless  to  us  vrbo 
manage  the  affairs  of  the  company,  for  two  reasons; 

"1.  Your  balance  sheet  does  not  show  all  the  assets. 
2.  Your  profit  and  loss  statement  shows  $1,800.00  too  much  expense 
and  fails  to  show  $860,00  interest  income. 

"How  can  I  use  statements  that  are  as  Incomplete  and  false  as  these  arel  Yon 
should  have  adjusted  your  ledger  accounts,  and  then  your  statements  would  have  been 
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The  treasurer  had  found  the  real  trouble.  It  is  typical  of  what  happens 
to  many  bookkeepers  who  pride  themselves  chiefly  on  the  mechani<»l  ac- 
curacy of  their  records,  but  who  fail  to  make  an  intelligent  analysis  and 
interpretation  of  the  records. 

The  general  ledger  is,  to  be  sure,  a  continuous  record  of  all  transactions, 
sales,  purchases,  expenses,  incomes,  as  these  transactions  take  place.  This 
the  bookkeeper  mentioned  above  had  accomplished.  His  ledger  was  cor- 
rect. But  this  is  not  enough.  Business  is  subject  to  continual  changes  in 
values,  which  it  is  not  practical  to  record  at  the  time,  because  this  would 
involve  a  tremendous  amount  of  bookkeeping.  For  example,  interest  earned 
on  notes  receivable  is  accumulating  every  day  and  every  hour.  The  same 
is  true  of  interest  payable.  To  record  this  accumulation  daily  would  require 
too  mnch  time. 

Accountants,  therefore,  adjust  the  ledger  periodically  for  all  such 
items.  To  omit  such  items  would  result  in  false  and  misleading  state* 
ments.  This  can  be  illustrated  by  another  situation  taken  from  business. 
The  trial  balance  shown  in  Figure  1  shows  the  ledger  of  A,  J.  Swift,  as  it 
stood  on  December  31,  1921: 


A.  J.  Swift 

nUL  BAUICE,  DECHBn  SI,  1931 

BqnipHtDt. •      700.00 

Accounts  P*ja1>l( S      710.00 

AecouDlt  R«caiMbl« 3,640.00 

Ctpittl s.ais.oo 

Ciih l.HS.OO 

CoBtontr**  Diacounti lU.OO 

Furnitur*  ind  Piztorei  SOO.OO 

IncM*  trim  Bant IfS.OO 

Inionnce  BipiDat 130.00 

IntariBt  Expanai W.OO 

Herehandiaa  loTantoir,  Jul;  I,  1031.   .   1,670.00 

Hotea  PiyiblB 3,008.00 

Kotaa  Baeafvtbla  1,000.00 

Office  Bipapae  04S.OO 

*pBrcbaaaa •, (10.00 

Parchiaa  Dfaeaniitt 114.00 

Saiit 1,100.00 

Stiaa U,4«0.00 

Sailing  Iipaasa 730.00 

SUtioaarr  ind  Office  Suppliea 4SS.00 

Hagea 1,030.00 

tsi.m.Do  B3i,i>a.oo 

•Invenury,  DacaaberSI,  1931,  a^goO.OD. 


Tb>  Umadjustd  Tkial  Balance 

Hgnn  1.    Thi>  trial  balance  shows  the  balances  in  the  ledger  before  doting,  and  before 

inaldn?  any  acljustments  for  accraed  and  deferred  items.    The  statements  in  Fignre  2 

are  set  up  from  this  trial  balance. 

From  this  trial  balance  we  will  flrst  make  up  a  i»ofit  and  loss  state* 
ment  and  a  balance  sheet,  using  the  amounts  juat  as  they  are  shown 

AMtftanant  19,  Face  2 
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(See  F^nire  2).    In  doinir  this,  we  need  to  make  an  adjustment  for  the 

current  inventory  of  merchandise  in  order  to  determine  the  cost  of  the 
goods  sold.  This  adjustment  for  the  two  inventory  figures  and  the  pur- 
chases for  the  period  was  fully  discussed  in  Assignment  4. 


A.  J.  avift 

FItOnT  AID  LOSS  STATDBIT 
lOB  lUR  EIDIIG  DBCBOER  31,  1031 
ailBi 

•  l.STO.OO 
e, 810. 00 

1  1.430. 00 
1,330.00 

113,460.00 
3,630.00 

HarehiDdlB*  InTsntory 

1      430.00 
MG.OO 

1. 300.00 
720.00 
454.00 

1,030.00 

S      113.00 
114.00 

I  3,HO.0O 

4.771.00 
•  1,103.00 

303.00 

Ixpsneea 

Offie.  Iipanss ." 

Sandry  Incaa* 
IncoH  froB  ItMt 

SoDdrr  bp«i)B« 
Caitoatr'a  Oiacount 

t      143.00 

10.00 

S  1,471.00 
381.00 

■  1,343.00 

MLUCI  8IIR.  DICBOn  SI,  leal 

ASSETS 
Carrtnt  AH«ti: 

C««h «,35S.OO 

Account!  B«c*iTtbl*  S,MO.O0 
lot«B  ReceiTibli  .     1,300.00 
Carrtnt  iDTeDloiT.     l.HV.OO 

loul  Carrent  AaasU 13,435.00 

riitd  AiMti: 

Pnmltar*  1  Flitursi    300.00 
BlBlpMOt TOO.OO 

LIABIUl 

Currant  Litbili 

Hot*!  Pijrable 

Account*  Para 

Tout  Currant  L 

■at  Worth: 
Capital,  JnljF 
lat  Profit  . 

riis  in  cA?nu 

ioa: 

.  .  n.ooo.oo 

la  .        730.00 

■bilitlaa.   .   .  n, 730.00 

1.   .  SB. 333. 00 
.    .     1.342.00 

3,373.00 

Toul  PiMdAaieta l.JOO.OO 

tf.eS5.00 

tS,3BS.00 

Finnic  2.    Finuidal  itateiiMiitB  made  up  at  the  end  of  the  accounting  period  wittMVfc 

^vinfl  ^ect  to  required  adjostinc  entries.    Hie  statement!  are  not  compl*t«,  bscsM 

they  do  not  reflect  the  actual  condition  of  the  business.    Follow  the  discussion,  and  you 

wiU  see  just  in  what  respect  they  are  deiae^t. 
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Since,  however,  it  is  the  purpose  of  accounting  to  give  a  correct  report 
of  the  final  worth  of  a  going  business,  it  is  necessary  before  using  this  trial 
balance  for  statement  purposes  to  examine  the  accounts  and  see  if  all  facta 
are  included.  If  that  is  not  the  case,  the  reports  as  shown  in  Figure  2  will 
be  inaccurate  and  misleading. 

ACCRUED  ITEHS 

A  careful  examination  of  certain  accounts  listed  in  the  preceding  trial 
balance  will  bring  out  facts,  which  have  not  yet  been  recorded,  but  which 
have  a  direct  bearing  on  the  condition  of  the  business.  To  begin  with,  we 
find  that  certain  items  have  accrued,  that  is,  have  been  growing  larger, 
which  ordinarily  would  not  be  entered  until  some  future  date.  For  ex- 
ample: 

1.  Accrued  Interest  Receivable 

2.  Accrued  Wages  Payable 

3.  Accrued  Interest  Payable 

Now  that  we  are  closing  the  boobs,  and  setting  up  the  statements,  we 
must  bring  these  and  any  similar  accrued  items  into  the  ledger,  in  order 
that  they  will  appear  in  the  statements,  and  thus  the  statements  will  show 
the  actual  condition  of  the  business. 

Accrued  Interest  ReceivaUe.  First  of  all  take  the  matter  of  interest 
earned  but  not  yet  collected.  We  will  naturally  examine  the  Notes  Re- 
ceivable Account. 


NoTBs  RtcnvABia 

Hot. 
Dee. 

.J 

31 

J.  B.  Brown 
Cbia.  Andrsn 

(Bilinco) 

■  eoo 
1,000 

■I, eoo 

00 

00 

00 

1 

We  find  that  the  notes  receivable,  $1,600,  as  shown  in  the  ledger  ac- 
count, bear  6%  interest;  therefore,  when  the  notes  come  due  the  business 
expects  to  receive  interest  in  addition  to  the  payment  of  the  principal 
This  interest,  however,  is  earned  during  the  time  the  notes  are  held,  not 
when  it  is  collected.  Therefore,  we  should  set  up  the  amount  earned  to 
date,  December  31,  1921,  by  the  following  entry — 


Dec«inber  81,  Interest  ReceiTable  (accrued  asset)-. 
Interest  Earned  (income) — 


...$11.00 


-.111.0 


Accrued  Wages  Payable.  A  similar  adjustment  must  also  be  made 
for  wages  payable,  which  is  an  expense  for  1921  and  a  liability  at  the  end 
of  the  year.    First  we  examine  the  Wages  Account  in  the  ledger. 


Waoeb 

KOT. 

30 

e 

13 
10 
17 

(BtUne*) 

BtltDC*                             -     ~ 

1     938 
30 
31 
31 

26 

00 
DO 
00 
00 
DO 

i^^^^ 

-^^4- 

■1,030 
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The  account  shows  that  wagres  have  been  paid  each  week  durins:  the 
month,  bat  the  last  four  days  of  the  month  must  also  be  included,  wages 
having  accrued  for  December  27  to  December  31.  The  amount  of  wages 
unpaid  is  $17.00,  and  the  following  entry  will  adjust  this  account  and  com- 
plete the  record: 


December  31,  Wsgea  (expenaeB)... 


...$17.00 


...$17.00 


Waffea  Payable  (accrued  liability) 

Aeemed  Interest  Payable.  Likewise,  an  examination  of  the  Notes  Pay- 
able Account  shows  that  $20.00  interest  has  accumulated,  up  to  December 
31,  which  should  be  brought  into  the  ledger  as  an  expense  for  the  period. 

NoiGS  Patabu 


Hot. 

1 

Bt lines 

■2,000 

DO 

In  this  case,  the  obligation  for  borrowed  money  is  properly  recorded, 
but  the  interest  which  has  accumulated  from  November  1  to  December  81 
is  not  accounted  for.  The  note  bears  Gfo  interest,  payable  when  the  note 
matures.  To  show  the  amount  of  accrued  liability  for  interest  due  to  date, 
an  adjusting  entry  must  be  set  up. 


December  81,  Interest  (expense)... 


Interest  Payable  (accrued  liability)... 


-$20.00 


_|20.00 


In  each  of  these  cases,  the  adjusting  entry  sets  up  an  account  for  the 
accrued  asset  or  the  accrued  liabiUty,  and  thus  makes  possible  a  statement 
of  the  actual  fiaancial  condition  at  the  closing  date.  It  also  shows  that  the 
income  is  earned  in  the  period  when  the  service  is  rendered,  not  when  the 
cash  is  received.  Simil^ly,  the  expense  is  charged  into  the  period  which 
receives  the  benefit,  not  when  the  payment  is  made.  The  cash  receipts 
and  payments  simply  represent  the  final  settlement  of  these  transactions. 

DEFERRED  ITEMS 

There  are  other  items  of  exactly  the  opposite  nature  that  also  require 
adjustment.  For  example,  an  expense  or  income  may  have  already  been 
recorded,  but  the  service  paid  for  or  collected  for,  as  the  case  may  be,  is 
not  all  applicable  to  the  present  period.  Certain  expenses  and  incomes  are 
deferred  items,  that  is,  carried  over  into  the  subsequent  period.  In  such 
cases  adjustments  must  be  made  in  order  that  the  portion  which  should 
be  applied  to  subsequent  periods  will  be  deferred. 

Prepaid  Rent  Here  is  the  Rent  Account,  as  it  appeared  on  the  ledger, 
December  SI,  1921. 

Rent  Expense 


AsBlEnment  16,  Ease  5       , 
.  fedbvLiOOglC 


Looking  into  the  facts  of  the  Rent  Account,  we  find  that  rent,  as  speci- 
fied in  the  lease,  is  paid  quarterly,  in  advance,  liie  last  entry  of  $375.00, 
therefore,  covers  two  months  of  the  present  period,  Novemb^  and  De- 
cember, and  one  month  of  the  next,  namely,  January.  To  defer  the  rent 
paid  for  January,  the  following  adjusting  entry  is  required: 


.-1126.00 


.^126.00 


OflSce  Supplies.    The  following  account  also  appears  on  the  ledger  of 
A.  J.  Swift. 


STATiOMnr  aND  Offici  Suppum 

Dec. 

SI 

Btlino 

I4S6 

H 

At  the  close  of  the  period,  an  inventory  of  stationery,  postage,  etc, 
shows  that  $40.00  worth  is  still  on  band.  This  represents  an  asset,  that 
is,  it  has  a  value  to  a  going  business  which  will  probably  be  used  up  dur- 
ing the  following  period.  "Hiis  amount  of  the  charge  to  expense,  $40.00,  is 
therefore  carried  forward  to  the  next  year  by  the  following  entry. 

$40.00 

i4om 


Inventorjr  of  Office  Supplies  (Deferred  Asset)... 
Stationery  and  Office  Supplies  (Expmse).... 


Prepaid  Insuraiice.  We  next  turn  to  the  Insurance  Account,  since  part 
of  the  premiums  paid  will  provide  insurance  protection  for  part  of  the 
foUowing  year. 

iNStTBANCX  EXPBNSB 


We  find  in  this  case  that  the  insurance  paid  for  up  to  September  1 
has  all  expired.  The  premiums  paid  on  September  30  were  for  a  year  in 
advance.  It  would  be  improper,  therefore,  to  consider  all  of  this  expense 
as  applicable  to  the  present  period,  because  9/12  of  $120,  or  $90,  covers 
the  following  period.    The  following  entry  makes  this  adjustment. 


December  31,  Prepaid  Insurance  (Deferred)... 
Insurance  (Expense)  .. 


_»»«» 


-^f»OJ» 


Deferred  Income  from  Rent.  The  A.  J.  Swift  Company  subleases  part 
of  its  building,  and  receives  rent  in  advance,  as  shown  in  the  following 
account. 


Inoomi 

FBOK  RiNT 

)a. 

1 

31 

(BUtDce) 
Ct«h 

BiUdc* 

11 U 
45 

DO 
DO 

S  115 

DO 
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This  account  shows  that  a  part  of  the  store  is  rented  for  $45.00  every 
three  months,  payable  in  advance.  The  payment  of  October  31  covers 
November,  December,  and  the  following  January.  Therefore,  $15.00  of 
this  income  rent  for  January  has  not  been  earned  at  the  close  of  the  period, 
altho  it  has  been  received.  This  amount  is  a  deferred  liability  or  a  de- 
ferred credit  until  it  has  been  earned.  It  will  appear  on  the  liability  side 
of  the  balance  sheet  under  the  caption  of  Deferred  Q'edits.  It  is  brought 
into  the  records  of  the  next  period  by  the  following  entry : 


December  SI,  Income  from  Sent  (Income)... 


Defeired  Income  (Liability)... 


...¥15.00 


„J16.00 


TWO  METHODS  OP  HANDLING  DEFERRED  ITEMS 

From  the  above  explanation,  you  will  note  that  in  the  case  of  deferred 
items,  the  record  of  the  transaction  is  made  at  the  time  the  cash  is  paid 
or  received.  Generally  speaking,  there  are  two  methods  of  handling  these 
transactions.  One  of  these  we  have  given.  For  example,  when  an  insur- 
ance premium  is  paid  it  may  be  charged  directly  to  expense,  as  in  the  case 
given  above.  This  method  makes  necessary  the  adjusting  entry  as  al- 
ready illustrated,  and  in  order  to  get  the  amount  deferred  back  into  ex- 
penses for  the  next  period,  a  reversing  entry  is  made  after  the  hooka 
have  been  closed. 

A  second  and  better  method  is  to  charge  the  amount,  when  paid,  di- 
rectly to  the  Deferred-Asset  Account,  since  cash  has  simply  been  con^  ■ 
verted  into  a  value  of  another  kind.  Then  as  this  value  decreases,  credit 
this  Deferred-Asset  Account  and  debit  Expense  at  the  end  of  each  period 
with  the  value  which  has  expired  or  is  used  up.  In  this  way  the  deferred 
amount  remains  in  the  Asset  Account. 

Take,  for  example,  the  adjustment  for  office  supplies  which  was  given 
on  page  6.  When  the  $456.00  worth  of  supplies  are  bought,  say  on  Jons 
80,  we  will  charge  this  amount  directly  to  the  Deferred-Asset  Account,  Of- 
fice Supplies,  rather  than  to  an  Elxpense  Account,  thus: 

Omca  Suppun 


Then  on  December  81,  we  will  credit  this  Asset  Account  with  the  actu- 
ally used-up  amount,  $416.00,  and  debit  Expense  Account  thus: 

Omcs  SoppioB 


Jun* 

JlD. 

30 
1 

OttUt  3iippll«a 
Bilines 

Hse 

oa 

,... 

31 

To  Eipanae 
Bilioce 

Onnttd  Suppliea 

me 

40 

DO 
DO 

use 

DO 

HG6 

H 

140 

DO 

h'rc5ogle 


Omoi  ExMNM 


Dae. 

31 

Offica  Sspplita 

"" 

W 

To  be  doied  to  ?nfit 
ttii  Lobs  Acconot 

This  second  method  brinsfs  out  clearly  the  nature  of  deferred  items. 
They  are  mixed  accounts,  being  partly  real  and  partly  nominal.  The  real 
part  is  the  deferred  charge  or  the  deferred  income,  which  becomes  an 
asset  or  liability,  as  the  case  may  be,  on  the  balance  sheet  for  the  purpose 
of  proper  accounting  control.  TYie  nominal  part  is  the  expense  or  the  in- 
come earned  for  the  closing  period,  and  tht^refore  will  be  included  in  the 
profit  and  loss  statement.  It  is  for  the  purpose  of  separating  the  real  and 
nominal  elements  that  adjusting  entries  are  required. 

WORKING  SHEET  AN  AID  IN  MAKING  ADJUSTMENTS 

in  order  to  provide  an  accurate  and  convenient  method  of  making  all 
these  adjustments  mentioned,  accountants  crepare  a  tabiUation  or  state- 
ment, called  the  "working  sheet."    See  Figure  3. 

In  preparing  such  a  working  sheet,  begin  by  listing  in  the  first  two 
columns  the  trial  balance  before  closing  and  before  adjustments  are  made. 
Then  enter  the  adjustments,  debits,  and  credits  in  the  two  columns  im- 
mediately to  the  right  of  the  trial  balance.  Add  up  the  debit  and  credit 
columns  for  adjustments.  The  total  debits  and  total  credits  should  be 
equal,  thus  proving  that  equal  debits  and  credits  have  been  made  in  the 
adjusting  entries. 

To  the  right  of  the  adjustment  columns,  set  up  two  more  columns  for 
the  adjusted  trial  balance.  By  the  adjusted  trial  balance  is  meant  the 
same  trial  balance  of  the  first  two  columns,  with  the  amounts  changed 
wherever  they  are  affected  by  the  adjustments.  Then  add  these  two 
columns  to  prove  that  no  errors  have  been  made  in  extending  and  chang- 
ing the  amounts. 

Next  to  the  adjusted  trial  balance  set  up  two  more  columns,  in  which 
you  will  extend  all  amounts  for  the  profit  and  loss  accounts  and  the  inven- 
tory adjustments.  Add  the  columns  and  you  will  find  that  the  debit  and 
credit  sides  are  not  equal.  If  you  have  a  credit  balance,  add  an  amount  to 
the  debit  side  large  enough  to  make  the  two  sides  balance.  This  will 
represent  the  net  profit.  If  the  debit  side  is  larger  than  the  credit  side, 
add  the  difference  to  the  credit  side,  as  net  loss. 

To  complete  the  working  sheet,  set  up  two  columns  next  to  the  profit 
and  loss  columns.  In  these  columns  list  the  assets  as  debits  and  the  liabil- 
ities and  capital  as  credits.  Extend  the  net  profit  or  net  loss  to  make  the 
two  columns  balance. 

The  working  sheet  does  not  take  the  place  of  entries  on  the  books.  Its 
purpose  is  simply  to  lay  oat  the  work  systematically  and  check  results  in 
connection  with  making  the  adjusting  entries. 

Such  a  sheet  provides  a  means  of  assembling  in  one  place  all  the  figures 
with  which  you  are  working.    If,  for  example,  you  examine  the  accounts 
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of  a  trial  balance  preparatory  to  maldns  adjustmenta,  you  win  find  this 
or  that  item  that  needs  adjustment.  Instead  of  noting  down  these  items 
on  scattered  sheets  or  scraps  of  paper,  you  can  use  the  working  sheet  to 
advantage,  by  listing  all  the  adjustments  systematically.  In  this  way  you 
can  maintain  a  balance  while  you  make  adjustments. 

Then,  by  extending  the  amounts  in  the  proper  columns,  you  separate 
the  profit  and  loss  statement  items  from  the  balance  sheet  items.  This 
segregation  of  items  on  the  working  sheet  is  of  considerable  help  when  you 
prepare  the  financial  statements. 

Practicing  accountants  also  find  the  working  sheet  a  great  help  in  mak- 
ing adjustments  at  the  time  of  auditing  a  set  of  books. 

Adjusting  EDtries  Journalized.  After  the  adjusted  trial  balance  has 
been  proved,  as  shown  by  the  working  sheet,  the  adjusting  entries  should 
be  recorded  in  the  general  journal,  as  shown  in  Figure  4.  The  items  are 
then  posted  to  the  general  ledger. 

A  clear  distinction  mast  be  made  between  adjusting  entries  and  clos- 
ing entries.  Closing  entries  are  made  after  all  necessary  adjusting  entries 
have  been  made.  Each  account  after  adjustment  is  a  true  real  account 
or  a  true  nominal  account.  When  this  has  been  accomphshed,  the  accounts 
should  be  closed  by  journal  entry,  as  explained  in  Assignment  6, 

ADJUSTING  JOURNAL  ENTRIES 


DAT! 

POL. 

EXPUIATIOI 

DEBITS 

CBIDin| 

Dae. 

iccrusd  tntsnst  BictiTibla 

Intanit  El  mad 
Par  iBtaraat  accmad  and  atrnad,  bat  not  jat  racaivad. 

111 

DO 

■  11 

„ 

0«e. 

¥igai 

iccruad  VtKaa  FtyaMa 
For  ngaa  accmad  but  not  jat  paid. 

17 

00 

17 

DO 

0«e. 

iDtaraat  lipanaa 

Accrued  Intaraat  Payabla 
Par  iDtaraat  accmad  but  not  yat  paid. 

30 

DO 

SO 

M 

D«c. 

Prapaid  Rant 

Baot 
to  dafar  1  HonU'i  rant  to  nsit  pariod. 

13S 

00 

13S 

DO 

DM. 

iDvantory  of  Offica  Suppliaa 

Office  Suppliaa 
To  dafar  part  of  Offica  Suppliaa  to  nazt  pariod. 

40 

H 

40 

DO 

D»e. 

Inccmia  fron  Boot 

Deferred  Credit 
To  racard  Uia  liability  for  renUl  aarrica. 

IB 

OC 

IB 

00 

D«c. 

Prepaid  Insurance 

iDauranca  bpan.a 
To  record  tba  unaipirad  loaaranca. 

90 

M 

SO 

n 

Adjushno  Jocthal 

Fisw*  4-    Thesa  are  the  same  journal  entries  irtiicb  we  made  in  the  examination  of  Om 

accoants.    "Hie  only  difference  is  that  here  we  have  aet  them  op  together  in  ttie  Jonmal 

just  ss  would  be  done  in  practice. 
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Profit  and  Loss  Statement  After  Adjustment.  The  following  state- 
ment is  a  proper  arrangement  of  the  profit  and  loss  items  in  report  form. 
As  you  note,  it  contains  the  same  items  as  those  in  the  Profit  and  IiOss 
columns  of  the  working  sheet,  only  in  a  different  arrangement.  This  profit 
and  loss  statement  shows  a  net  profit  of  $1,456.00  in  comparison  with 
$1,242.00,  which  was  the  amount  shown  before  making  the  adjustments. 
This  error  of  $214.00  illustrates  clearly  the  necessity  of  such  corrections 
and  adjustments  before  preparing  financial  statements. 


A.  J.  Swift 
PROMT  m  LOSS  STATBBBT 
Par  ths  Tear  Indtd  DscsKbor  31 

1931 

1 
113,460.00 
8,530.00 

HerctiiDdiM  InTanlor; 

LaiB  Camot  InTentory 
Goit  of  Good!  Sold 

18,480.00 
.   .     1,160.00 

IS, MO.  00 

4,633.00 
11,407.00 

SOS. 00 

EIFU3E3 

Bont 

.   .     1,876.00 

StatioMnr  and  Offico  SuppliM. 

tlB.OO 
.   .    1,047.00 

SDIDRT  IICMI 

soniBy  Bipusi 

•1,713.00 
3G6.000 

11.468.00 

Figure  5.    The  Profit  and  Losa  Statament,  made  np  from  the  adjusted  trial  balance. 

Balance  Sheet  After  Adjustments.  You  will  also  notice  from  the  com- 
parative balance  sheets  given  below  the  effect  of  the  adjustments  on  the 
financial  condition.  The  current  assets  were  understated  by  $11.00,  and 
deferred  charges  of  $266.00  were  omitted.  On  the  other  hand,  liabilities 
to  the  extent  of  $52.00  were  not  shown.  The  following  balance  sheet  in- 
dndes  all  these  items. 


etJbgle 


A.  J.  Swift  Coaptnj 

COBPAEATIYE  BAUICI  SSUX 

DscMtiaT  31,  1931 

Bcfora  HtkiDg 
AMtti                                                       AdJaatMnti 
Currant  Aaaati: 

Ciah Sl,35S.OO 

AecduntB  Bacainblt 3.640.00 

llotai  BacaiTtble 1,800.00 

A 
i 

1135.00 
40.00 
90.00 

tor  Hiking 

djuataaati 

•1,356.00 
3,640.00 
1,600.00 
11.00 
1,960.00 

Currant  Invantorr 1,060.00 

•8,466.00 
1,300.00 

965.00 

Fixed  Aaaata: 

Iqnip-ant 1700.00 

PQrniturs  and  Piituraa  500.00 

Total  Fiiad  Aaieta  1.300.00 

Oettrni  Chargaa: 

Prapaid  Rant  

■5.683.00 
1,450.00 

loUl  Aaaata ».«SS.0O 

Ll«blliti«i 
Current  Liabiiitiai: 

lotea  Pajabla 13,000.00. 

•9,931.00 

•3,000.00 
780.00 
17.00 
20.00 

Uagaa  Pajrabia  Accrnad 

loUl  Currant  Litbilltiea 13,780.00 

Darsrrad  Cradita  to  Incons: 

•3,817.00 
16.00 

7,089.00 
•9,931.00 

■at  North: 

CtjiUl 18.633.00  . 

Total  Hat  WorU 6,876.00 

Total  Litbilttiaa 19,666.00 

Thb  Balance  Shuei  Aitxb  AiMueruiNn 
Figure  6.  Here  you  have  the  unadjusted  and  the  adjusted  balance  sheets  side  by  side. 
You  can  easily  see  how  the  adjusted  balance  sheet  ia  a  much  more  accurate  and  com- 
plete statement  of  the  financial  condition  than  the  balance  sheet  before  adjustments  are 
made.  Notice  that  Deferred  Charges  and  Deferred  Credits  are  sliown  on  the  balance 
sheet  under  special  headings,  while  accrued  items  are  listed  under  Current  Assets  mad 
Current  LiabilitieB. 

In  conclusion  it  will  be  desirable  to  see  graphically  how  the  periodic 
adjustments  for  accrued  and  deferred  items  are  brought  finally  into  the 
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financial  statements.  Follow  the  arrows  on  the  chart  in  Figure  7,  and 
you  will  see  at  a  glance  how  these  adjustments  are  carried  from  the  work- 
ing sheet,  thru  the  journal  into  the  ledger,  and  then  by  means  of  the  ad- 
justed trial  balance  into  the  statements. 

THE  MAIN  POINTS  IN  THIS  ASSIGNMENT 
You  will  do  well  to  check  over  the  assignment  at  this  time  in  order  to 
assure  yourself  that  you  have  mastered  the  essential  accounting  iprin- 
dples.    Use  the  following  outline  as  a  guide.    Then  apply  these  prmciides 
to  the  solution  of  the  problems. 

First — Ordinary  business  transactions  are  recorded  daily  in  the  books 
of  original  entry  and  the  ledger.  But  there  are  certain  values  that 
change  continuously  hke  interest,  rent,  insurance,  etc.  They  are 
growing  larger  or  smaller  every  minute  and  hour.  These  are  called 
accrued  and  deferred  items.  To  bring  such  changes  of  value  im- 
mediately and  continually  into  the  books  would  require  too  much 
bookkeeping.  So  accountants  make  adjustments  for  these  items 
periodically,  i.  e.,  at  the  time  of  closing  the  books. 
Second — Accounts  must  be  examined  to  determine  what  items  are  to 
be  adjusted. 
Two  general  classes  of  items  need  adjusting. 

1.  Accrued  Assets  and  Accrued  Liabilities 

2.  Deferred  Charges  and  Deferred  Credits 

Third — Accrued  assets  include  such  items  as  interest  receivable,  com- 
missions receivable,  etc  They  represent  earnings  that  increase  con- 
tinuously, but  are  not  yet  in  the  form  of  cash.  They  will  eventually 
be  collectible,  hence  they  are  classified  on  the  balsitce  sheet  under 
current  assets. 

Accrued  liabilities  include  such  items  as  interest  payable,  wages 
payabl^  etc  They  represent  expenses  that  accrue  continuously, 
but  which  have  not  yet  been  paid.  They  will  eventually  have  to 
be  paid,  hence  they  are  classilied  on  the  balance  sheet  under  cur- 
rent liabilities. 
Foorth — Deferred  charges  are  assets  which  later  become  exi>enses  like 
<^ce  supplies  and  unexpired  insurance. 

Deferred  credits  are  liabilities  which  later  become  income,  such  as 
rent  received  in  advance. 
Fifth — These  accrued  and  deferred  items  are  brought  into  the  ledger 
by  means  of  the  working  sheet,  firom  which  adjusting  journal  en- 
tries are  set  up.    These  journal  entries  are  posted  to  the  ledger. 
Sixth— After  adjustments  are  made  a  new  trial  balance  is  taken,  from 
which  the  financial  statements  are  set  up.    These  statements  will 
then  present  the  true  condition  and  progress  of  the  business,  and 
therefore  can  be  safely  used  by  the  manager  or  proprietor  for  com- 
parative purposes. 
Other  adjustments  for  depreciation  of  assets  and  for  probable  losses 
on  accounts  receivable  will  be  taken  up  in  the  next  assignment. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  16 

Send  in  solutions  for  all  the  following  problems.  If  you  can  apply  the 
principles  explained  in  the  assignment  to  the  problems,  you  will  be  jov- 
pared  to  handle  similar  situations  in  actual  uccountins  practice. 

1.  State  which  of  the  following  items  are  deferred  charges  to  Expense 
and  which  are  deferred  credits  to  Income. 

(a)  Prepaid  inaunutee 

<b}  Insurance  premium  received  in  advanea 

<c)  Prepaid  rent 

(d)  Interest  paid  in  advance 

(e)  Water  tax  received  in  advance 

(f)  Intereet  received  in  advance 

(g)  Prepaid  water  tax 

(n)  Rent  received  in  advance. 

2.  The  A.  B.  Kensington  Manufacturing  Company  insures  its  plant 
for  five  years  against  fire.  The  premium,  payable  in  advance,  amounts  to 
^0.00.   The  policy  is  issued  July  1. 1921. 

(a)  Show  two  methods  of  bringing  tills  transaction  on  the  books  at  time  of 

eiyment  of  premium, 
ske  the  necessary  adjusting  journal  entry  on  December  81,  1921. 
(c)  What  entry  should  be  made  December  81, 1922T 

8.    From  the  following  trial  balance  and  supplementary  jbcts: 


e  adjnitiiig  joarnal  entries  as  of  December  81, 1921. 
)  Hake  «  profit  and  loss  statement  for  the  year  ended  Deconber  SI,  1921. 
(d)  Hake  a  balance  sheet  as  of  December  81, 1921. 


nUL  BALilCB  OP  F.  BBOWr  DBY  GOODS  3T0RI 

DacMbar  31,  IHl 

Dr. 
130,000 

eo,eT5 

4,065 
33,010 
37,»00 

7,308 
60.000 

500 
4.6tt 

300 
10.000 
10,000 

3S0 
400 
440 
330 

•333,360 

Or. 

«  37,600 
6,350 
63,750 

110,660 

1,300 

•386,360 

Srt           

Marcbullta  iDvaDtoir.  Junirr  1,  Ittl. 

Inttrtat  Eamad 

'X^-oglc 


Inmtoriea:    (Items  that  Mqoin  adjoitnwnt) 

Herchandise.  Dec  SI,  ijWI 

(MBm  Sapplies 

Accnied  Interest  Payable — - — — — 

Accrued  Interest  Beceivable_. 


Accrued  Salesmen's  Salafies-^ 

Accrued  Office  Salaries 

Unexpired  Inaurance 
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Higher  Accountancy 


PRINCIPLES 
PRACTICE  a«rf' 
PROCEDURE 


Elements  of  Accounting  Practice 


Assignment  17 

PERIODIC  ADJUSTMENTS  for 

DEPRECIATION  and  UNCOLLECTIBLE 

ACCOUNTS 


*"  I  'HE  accounting  profession  has  many  attractive  possi- 
-^  bilities,  and  the  broadness  of  the  experience  of  a 
first'class  accountant  is  such  that  he  is  fitted  for  many 
things  in  the  business  world. 


WM.  H.  HOWE 

Auditor.  The  E>ja[ncind  Match  Co. 


LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  coarse. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lit^t^ 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  re^ulariy  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statem«it 

3.  The  General  Ledger 

4.  Closing  the  Ledger 

5.  The  Jonmal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  The  Cash  Jonmal 

8.  Merchandise  Records — ^The  Purchase  and  Sales  Journals 

9.  Subdivision  of  the  Ledger 

10.  Columnization 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depredatimi  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissdution  ProblemB — Joint 

Ventures 

20.  CorptHlltion  Accounting — ^Formation — Operation 

21.  Corporation  Accounting — Reorganizations — Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements — General  Review 


Copyright  1922 
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PERIODIC  ADJUSTMENTS 

FOR  DEPRECIATION  AND  UNCOLLECTIBLE  ACCOUNTS 

For  many  years  practicing  accountants  have  advised  business  men 
to  allow  for  depreciation  of  fixed  assets  and  make  provision  for  losses 
from  uncollectible  accounts.  This  they  have  advocated  for  accounting 
as  weU  as  business  reasons;  namely,  in  order  that  the  accounting  records 
and  the  financial  statements  may  reflect  the  true  condition  of  the  business. 

For  a  long  time  business  men  were  rather  reluctant  to  have  their 
books  show  such  losses.  When,  however,  the  Federal  Income  Tax  law 
went  into  effect,  they  immediately  saw  the  advantage  of  allowing  for  de- 
preciation and  of  writing  off  bad  debts,  because  they  found  that  the  gov- 
emment  permitted  the  deduction  of  such  items  in  determining  the  net 
taxable  income.  As  a  result,  ever  since  1913  accountants  have  met  very 
little  opposition  on  the  part  of  business  concerns  to  bringing  such  items 
into  the  accounts. 

Credit  Analysis  a  Modem  Practice.  Another  situation  that  has 
helped  to  give  the  proper  significance  to  losses  from  depreciation  and 
uncollectible  accounts  is  the  progress  in  credit  analysis.  If  a  business 
house  fails  to  provide  for  such  losses  its  net  profit  will  be  overstated  and 
the  book  value  of  its  assets  will  be  too  large.  Credit  men  and  bankers 
arei  pointing  out  to  business  men  that  such  losses -must  be  considered 
in  order  to  secure  accurate  figures,  which  are  essential,  not  only  to  the 
efiicient  management  of  their  business,  but  also  necessary  to  the  safe 
extension  of  CTedit. 

In  this  Assignment  the  principles  that  govern  the  calculation  and 
recording  of  such  items  will  be  explained  and  illustrated.  You  will  find 
that  losses  from  depreciation  and  from  uncollectible  accounts  are  pro- 
vided for  in  the  records  periodically  by  adjustment  in  very  much  the 
same  way  that  accrued  and  deferred  items  were  adjusted  in  the  preced- 
ing assignment.  To  attempt  to  bring  these  items  into  the  records  daily 
would  require  too  much  time.  The  result  is  that  periodic  adjustments 
are  made: 

I.  For  Depreciation, 
n.  For  Uncollectible  Accounts. 

We  shall  now  consider  these  adjustments  separately. 

I.  PERIODIC  ADJUSTMENTS  FOR  DEPRECIATION 

To  understand  these  adjustments,  you  should  first  of  all  be  familiar 
with  the  nature  of  depreciation  and  its  causes. 

Depredation  an  Operating  Expense.  Most  property  is  perishable.  In 
time  it  wastes  away  or  wears  out,  regardless  of  any  means  we  may  take 
to  prevent  it.  Buildings,  machineiy,  and  eguipment  of  aH  kinds  wear 
out  or  decay,  and  thus  continually  dijninish  m  value.    This  wearing  out 
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or  gradual  diminishins  in  value  is  called  DepreciatioD.  In  trading  con- 
cerns it  usually  represents  an  operating  expense,  which,  like  all  other 
expenses,  must  be  properly  accounted  for,  so  that  it  will  appear  both 
in  the  ledger  and  in  the  statements.  In  manufacturing  concerns,  of 
course,  part  of  this  depreciation  is  accounted  for  as  one  of  the  costs  of 
manufacturing  and  part  as  an  operating  expense. 

Suppose  that  on  January  2,  1917,  your  business  bought  an  auto 
truck  for  $3,000.00 ;  that  in  6  years'  time  this  truck  wears  out  and  yon 
sell  it  for  $600.00.  Obviously,  you  have  an  operating  expense  here  of 
$2,400.00.  How  should  it  be  handled?  Would  you  charge  it  all  against 
the  profit  of  1921? 

That  certainly  would  not  be  good  accounting.  The  truck  has  served 
during  the  five  year  period,  and  because  of  that  service  its  value  has 
gradually  diminished.  Therefore,  this  reduction  in  value  should  be  dis- 
tributed in  some  equitable  way  over  the  five  years. 

If  it  is  assumed  that  each  year  should  bear  one-fifth  of  the  total  loss, 
then  at  the  end  of  each  year  $480.00  should  be  set  up  as  an  expense  of 
operation.  In  other  words,  depreciation  represents  a  continual  decrease 
in  the  cost  of  an  asset,  doe  to  operations  of  the  business. 

Chief  Causes  of  Depredation.  In  order  to  distribute  depredation  ex- 
pense equitably  over  a  period  of  years,  we  must  determine  the  probable 
life  of  the  asset.  To  do  this  it  is  necessary  to  understand  the  causes 
of  depreciation.  For  example,  a  frame  building  will  be  affected  more  by 
weather,  climate,  etc.,  than  by  wear  and  tear.  A  machine  may  wear 
out,  or  it  may  become  inadequate,  more  quickly  than  a  building,  and 
need  to  be  replaced  with  another  machine  more  modem  and  up  to  date. 

The  following  summary  gives  the  four  causes  of  depredation  as  they 
are  usually  classified: 

1.  Physical  Depreciation. 

(a)    Wear  and  tear  from  operations. 
(b>    Action  of  the  elements. 

2.  Functional  Depreciation. 

(a)  Inadequacy. 

(b)  Obsolescence. 

We  have  already  illustrated  physical  depreciation.  The  $3,000.00 
auto  truck,  for  example,  depredates  in  value  for  reasons  stated  in  (a) 
and  (b)  under  1.  both  of  which  are  physical  causes. 

Functional  depreciation  refers  to  business  usefulness.  Suppose  a  busi- 
ness installs  machines  of  a  certain  type  costing  $10,000.00.  In  a  few 
years'  time  a  new  type  of  machine  is  invented  which  is  more  efiident, 
either  reducing  the  coat  of  operation  or  increasing  the  output.  C(Hnpe- 
tition  from  users  of  the  new  machine  forces  the  proprietor  to  abandon 
the  old  machines  and  install  the  new  type,  costing  $20,000.00.  The  old 
machines  may  still  be  serviceable.    They  have  not  depreciated  fully  from 
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wear  and  tear  or  from  the  elements.  In  fact,  they  may  be  in  almost 
perfect  operatiDfl:  condition,  but  they  must  be  replaced  to  meet  competi- 
tors' production  or  costs. 

Suppose  the  old  machines  are  sold  as  secondhand  machines  for  ¥2,- 
600.00.  Since  the  machines  cost  $10,000.00,  there  is  a  loss  of  $7,500.00, 
which  represents  functional  depreciation.  It  is  evident  that  this  $7,500.00 
loss  should  not  all  be  loaded  on  the  period  in  which  the  machines  are 
sold.  Some  provision  should  have  been  made  to  dislxibate  it  over  the 
periods  in  which  the  machines  were  in  use. 

Adjustments  for  Depreciation  Expense.  In  showing  how  deprecia- 
tion is  entered  on  the  books  we  shall  use  again  the  case  of  the  anto 
truck  purchased  Jannapr  2,  1917,  for  $8,000.00.  The  total  amount  to 
be  written  off  or  depreciated  during  the  iive-year  period  is  $2,400.00  (that 
is,  $3,000.00  minus  $600.00),  making  $480.00  for  each  year. 

The  first  thing  to  do  is  bring  the  $480.00  annual  depredation  u^n 
the  books  as  an  operating  expense.  Tliis  is  accomplished  by  charging 
the  $480.00  to  an  ecxpense  account — "Delivery  Expense"  or  "Depreda- 
tion of  Delivery  Equipment." 

But  what  account  are  you  going  to  credit?  Your  first  impulse  might 
be  to  credit  the  $480.00  to  the  Delivery  Equipment  Account,  since  the 
depredation  is  a  reduction  of  the  asset  value.  This  would  appear  to  be 
in  line  with  the  principle  explained  in  an  earlier  assignment,  that  asset 
accounts  are  increased  by  means  of  debits  and  decreased  by  means  of 
credits. 

This  method  would  be  satisfactory  if  the  depreciation  charge  repre- 
sented the  exact  amount  of  reduction  in  the  value  of  the  asset.  It  rep- 
resents, however,  an  estimated  shrinkage.  If  a  similar  credit  were  made 
to  the  asset  account  each  year  for  five  years,  the  total  credits  at  the 
end  of  five  years  would  amount  to  $2,400.00.  This  $2,400.00  credit  rep- 
resents an  estimated  loss  in  the  value  of  the  asset  on  the  assumption 
that  you  can  sell  it  for  $600.00.  You  may,  however,  get  more  or  less  than 
$600.00,  in  which  case  the  $2,400.00  will  represent  too  much  depreciation 
or  too  little. 

In  other  words,  any  credits  that  you  make  for  depreciation  are  "cred- 
its in  suspense,"  and  for  this  reason  they  should  not  be  entered  in  the 
asset  account.  The  asset  account  should  always  show  the  original  cost 
of  the  asset  and  should  not  become  complicated  with  credits  for  esti- 
mated tosses.  If  such  credits  are  made  to  the  asset  account  the  original 
coat  might  be  obscured,  espedally  in  cases  where  a  new  ledger  is  opened 
each  year.  No  asset  account  should  be  credited  except  at  the  time  the 
asset  is  retired  from  service. 

In  case  of  loss  from  fire  covered  by  insurance,  the  original  cost  must 
be  known  as  well  as  the  amount  written  off  as  depreciation,  so  as  to  make 
proper  adjustment  with  the  insurance  company.  In  case  of  a  prospec- 
tive sale,  also,  it  woald  be  more  desirable  to  have  the  ori^nal  cost  in  the 
current  record,  rather  than  be  compelled  to  analyze  a  complicated  account. 
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Need  for  a  Reserve  for  Depredation  Account.  To  meet  this  need  of 
business  for  definite  facts,  accountants  have  adopted  the  practice  of  cred- 
iting depreciation  to  a  special  account,  called  Reserve  for  Depreciation 
Account,  instead  of  making  the  credit  directly  to  the  asset  account.  In 
this  way  the  asset  account  will  always  show  the  original  cost  and  the 
Reserve  Account  will  show  the  suspended  credits  for  depreciation.  Thus 
the  book  value  can  be  easily  determined  at  any  time  by  subtracting  the 
reserve  tram  the  original  cost. 

The  f480.00  annual  depreciation  of  delivery  equipment  in  our  iUus- 
tration  will  therefore  be  credited  to  the  Reserve  Account.  On  December 
81.  1017,  we  will  make  the  following  adjusting  entry: 


For  1  Iiir'i  Dapreelttion  of  D«li*«iT  Bini^ant. 

This  journal  entry  is  then  posted  to  the  accounts,  as  in  Figure  1. 
Depredation  of  Deliverer  Equipment 


D«c. 

11 

Dopnelation 

I4S0 

10 

Reservfl  for  Depreouttion 


Figure  1.  Account!  showing  the  debit  and  credit  for  Depreciation 

The  Depreciation  Account  will  be  closed  on  December  81,  1917,  into 
the  Profit  and  Loss  Account.  The  Reserve  Account  will  remain  open  as 
an  offset  to  the  Delivery  Elguipment  Account,  as  shown  in  Figure  2.  In 
other  words,  instead  of  crediting  the  depreciation  to  the  asset  account, 
we  set  up  a  temporary  account  into  which  we  enter  the  suspended  credits 
for  the  estimated  reduction  in  the  value  of  the  asset. 

Reserve  for  Depreciation  a  Valuation  Account.  This  Reserve  Ac- 
count has  a  growing  credit  balance,  because  similar  credits  will  be  made 
at  the  end  of  each  of  the  five  years  estimated  as  the  life  of  the  asset. 
Even  tho  the  account  has  a  credit  balance,  it  is  not  a  liability  account, 
since  it  does  not  represent  an  indebtedness.  It  is  in  fact,  nothing  more 
or  less  than  the  credit  side  of  the  asset  account,  set  aside  as  a  separate 
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account,  in  which  the  decreases  in  the  value  of  the  asset  are  recwded. 
as  illustrated  in  Figure  8. 


Oedit  Side  of  ueet  account  developed  into  a  i 

Such  a  Reserve  Account  is  called  Valuation  Account,  because  its  credit 
balance  must  be  deducted  from  the  asset  account  in  determining  the 
book  value  of  the  asset.  Some  accountants,  therefore,  have  suggested  the 
title,  Allowance  for  Depreciation,  rather  than  Reserve,  because  it  di- 
rectly offsets  the  asset  account  and  represents  an  estimated  allowance 
for  depreciation. 

This  valuation  function  is  made  clearer  by  means  of  an  illustration. 

For  example,  the  book  value  of  the  auto  truck  on  December  31,  1917, 
can  be  determined  by  sabtracting  the  $480.00  credit  in  the  Reserve  Ac- 
count from  the  original  cost,  $8,000.00,  which  stands  as  a  debit  in  the 
asset  account.  The  book  value  on  December  81,  1917,  therefore  is 
$2,520.00. 
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Now  let  us  assume  that  similar  adjuBtinsr  entries  are  made  each  year 
for  five  years.  At  the  end  of  the  fifth  year  the  Reserve  will  have  a 
credit  balance  of  $2,400.00,  as  ^ven  in  Figure  4. 
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Funm  4.    Rooorre  Aocount  at  the  end  of  five  jvta 

This  Reserve  shows  that  the  delivery  equipment,  which  originally 
cost  ¥8,000.00,  now  has  a  book  value  of  only  $600.00. 

How  to  Show  Depreciation  on  the  Bahuice  Sheet.  There  are  two  vrayn 
of  handling  the  Reserve  for  Depreciation  Account  on  the  balance  sheet, 
illustrated  in  Figure  6. 

1.  On  the  Liability  Side. 

2.  On  the  asset  side  as  a  deduction  from  the  original  cost. 

Method  1 

BtUnca  Shaal,  Dteambsr  31,  ISIB 
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Method  2 

8h«at,  D«c«b«r  SI,  1018 
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FunnB  5.    Two  Methods  of  ahowing  Reoerre  on  Baknoe  EBieet 

Both  methods  are  used  in  practice.  It  is  largely  a  matter  of  pref- 
erence which  method  to  use,  depending  mainly  on  the  purpose  or  use  <rf 
the  balance  sheet. 

There  may  be  an  advantage  in  showing  depreciation  subtracted  tram 
the  original  cost  of  the  asset,  as  in  Method  2,  since  in  this  way  the  de- 
predated value  of  the  asset  is  given  at  a  glance.  This  avoids  the  necea* 
sity  of  making  the  subtraction  when  the  balance  sheet  is  analyzed  later. 
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How  to  Detemdiie  the  De|»eciati(Hi  Rate.  One  kind  of  property  will 
naturally  d^nedate  much  faster  than  another.  A  frame  Duilding,  for 
example,  wiU  depredate  at  a  faster  rate  than  a  stone,  bride,  or  concrete 
boilduiK.  Moreover,  the  same  building  would  depredate  more  quickly 
if  it  contained  machinery  that  produced  heavy  vibrations  than  when  used 
f<Hr  storage  or  for  trading  purposes.  To  determine  the  rate  of  deprecia- 
tion, tjierefore,  you  must  analyze  each  case,  because  of  the  various  fac- 
tors that  must  be  considered. 

There  are  several  ways  of  determining  the  rate.  The  simplest  will 
be  mentioned  here,  namely,  the  "ordinary  life,"  or  "flat  rate."  Other 
methods  will  be  explained  in  a  later  section  of  the  course. 

Three  things  enter  into  the  determination  of  the  rate. 

1.  Original  cost. 

2.  Life  of  the  asset,  number  of  years  it  will  serve. 
8.    Probable  scrap  value. 

To  illustrate,  take  the  same  case  oi  the  auto  truck,  purchased  for 
$8,000.00.    How  is  the  rate  of  depreciation  determined  ? 

What  will  be  the  value  of  this  auto  truck  at  the  end  of  the  first  year? 
It  has  been  in  use  during  the  year  and  the  paint  may  have  become  dam- 
aged, etc.    It  certainly  is  not  worth  $3,000.00. 

The  junkman  may  be  willing  to  pay  only  a  few  hundred  dollars  for 
it,  the  secondhand  dealer  may  give  $600.00  for  it,  another  business  con- 
cern may  pay  $2,000.00  or  more  for  it,  while  its  value  to  the  company 
itself  is  approximately  the  same  as  at  the  date  of  purchase.  It  is  neces- 
sary, therefore,  to  estimate  as  dosely  as  possible  the  life  of  the  truck. 

If  it  can  reasonably  be  assumed  that  the  truck  costing  $3,000.00  will 
have  a  useful  life  of  five  years  and  an  estimated  scrap  value  of  $600.00 
at  the  end  of  that  time,  then  we  determine  the  rate  as  follows: 
Annual  Depreciation  ($480.00) -^^riginal  Cost  ($3,000.00)— Rate  (16%) 

Retirement  of  Depreciated  Assets.  If  $480.00  is  charged  off  as  an 
expense  and  credited  to  a  Depreciation  Reserve  periodically,  the  Reserve 
will  amount  to  $2,400.00  at  the  end  of  the  five-year  term.  If  the  old 
truck  is  then  sold  for  $600.00,  the  old  asset  account  will  be  dosed  by  the 
following  entry: 

Beevm  for  Deprceititloii H.iOO.OO 

CiBh 800.00 

Deltv<T7  BqulpaSBt 13,000.00 

After  the  journal  entry  is  posted,  the  asset  account  will  stand  dosed, 
as  in  Figure  6. 

Delivery  Equipment 
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RoDD  6.    A«et  Kcoimt  olooed  when  iaset  is  retired 
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In  actual  practice,  however,  it  seldran  happens  that  the  asset  is  wM 
exactly  for  the  estimated  scrap  valae. 

Suppose  that  at  the  eud  of  five  years  we  receive  only  $500.00  instead 
of  $600.00  for  the  truck  as  scrap  value.  The  $100.00  loss  would  be 
handled  by  debiting  Capital  (Surplus  in  case  of  corporations),  and  cnd- 
iting  the  Delivery  Equipment  Account,  thus: 


I    100.00 


The  reason  for  charging  this  difference  to  Capital  is  that  since  the 
amount  of  depreciation  was  underestimated  in  the  beginning  the  Capital 
has  been  credited  with  a  profit  that  is  too  large.  Hence  the  additional 
$100.00  should  be  charged  against  the  Capital  Account.  The  asset  ac- 
count wiU  stand  closed,  as  given  in  Figure  7. 

Dellveiy  Equipment 
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On  the  other  hand,  let  as  suppose  we  receive  $700.00  instead  of  $600.00 
for  the  truck.  If  this  is  received  in  cash,  the  $100.00  excess  wUI  be  deb- 
ited to  Cash  and  credited  to  Capital,  the  Delivery  Equipment  Account 
receiving  the  $600.00  credit  needed  to  balance  it,  uius: 

Ctth S700.00 

DdiTary  IqaipMDb IBOO.OO 

CipiUl 100.00 

It  is  evident  that  the  Capital  Account  should  be  credited  here  with 
the  $100.00,  for  in  writing  off  too-heavy  depreciation  during  the  life  of 
the  asset  the  Capital  Account  has  been  overcharged  by  that  amount  thru 
Profit  and  Loss,  and  hence  crediting  the  excess,  $100.00,  to  the  Capital 
Account  would  restore  it  to  its  proper  condition. 

When  the  estimated  life  of  an  asset  proves  to  be  too  large  or  too 
small,  similar  adjustments  must  be  made  to  Capital  or  Surplus.  Fcur 
example,  if  at  the  end  of  the  fourth  year  we  find  that  the  truck  is  worn 
out,  this  means  that  we  have  overestimated  the  life  by  one  year.  Afl- 
suming  that  we  sell  the  truck  for  $600.00  at  the  end  of  the  fourth  year, 
we  would  make  the  following  oitry: 

Ctsh I  flOO.OO 

Ctpiltl  480.00 

RaiBrra  lor  Depreciation 1,930.00 

DeliTtiT  Bqnipatnt 13,000.00 

To  clas<  tb«  lquip»at  Aecoaot 

In  case  we  underestimate  the  life  of  the  truck,  an  adjustment  must 
also  be  made  to  correct  the  Surplus  or  Capital  Account.    For  example, 
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supimse  that  at  the  end  of  five  years  we  find  that  the  truck  will  still  be 
useful  for  another  year,  with  a  probable  scrap  value  of  $600.00  at  the 
end  of  the  sixth  year.  This  means  that  we  have  charged  into  operations 
$80,00  too  much  each  year.  The  annual  charge  should  have  been  $400.00 
instead  of  $480.00.  The  Reserve  Account  should  have  a  credit  balance  of 
$2,000.00  instead  of  $2,400.00  at  the  end  ot  the  fifth  year.  The  fbUowing 
adjusting  entry  will  therefore  be  made: 


uoo.oo 


Repairs  and  Rwewals  of  Parts.  Repairs  and  Renewals  are  intended 
to  keep  the  asset  in  good,  serviceable  condition,  while  depreciation  ap- 
portions the  cost  of  an  asset  over  the  term  of  years  benefited  by  its 


On  the  other  hand,  it  is  a  fact  that  an  asset  will  not  depreciate  so 
fast  if  it  is  kept  in  good  repair.  If  repairs  are  neglected,  the  life  of  the 
asset  will  be  shortened.  Therefore  in  estimating  the  hfe  of  an  asset  and 
determining  the  rate  of  depreciation  allowance  should  be  made  for  reas- 
onable maintenance. 

Replacements  of  Depredated  Assets.  Under  Replacements  let  us  con- 
sider two  possible  cases: 

1.  Old  asset  sold  and  new  asset  bought. 

2.  Old  asset  traded  in  as  part  of  purchase  price  of  new. 

For  the  first  case,  assume  that  machinery  costiDg  $10,000.00  is  esti- 
mated to  have  a  life  of  ten  years  and  a  scrap  value  at  the  end  of  ten 
years  of  $1,000.00.  At  the  end  of  five  years  the  machinery  is  sold  for 
$6,000.00  and  replaced  with  new  machinery  costing  $20,000.00. 

The  Reserve  for  Depreciation  Account  was  credited  each  year  with 
$900.00.  Tiierefore  at  the  end  of  the  fifth  year,  when  the  machinery  is 
sold,  the  Reserve  has  a  credit  balance  of  $4,500.00. 

This  transaction  requires  three  entries. 

1.  Entries  for  the  sale  of  the  old  machinery. 

2.  Entries  for  the  purchase  of  the  new  machinery. 

3.  Entries  for  the  retirement  of  the  old  asset. 

1.  For  the  sale  of  old  machinery: 

Caih U, 000. 00 

tUchiaarr  (Old  ts««l)  15,500.00 

Cipiul  (or  Surplus) SOO.OO 

2.  For  the  purchase  of  new  machinery: 

HichintiT  (■«>  oitt) 120,000.00 

Ctali  (or  icconntt  Pijible) 120,000.00 

8.    For  the  retirement  of  the  asset: 

Saierrt  for  Dapnciition M, GOO. 00 

Hichinerr  (Old  *«>tt)  14,600.00 
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Now  take  the  second  case  mentioned  above,  namely,  replacing  an 
asset  by  trading  in  the  old  asset.  Suppose  that  the  old  machines  were 
traded  in  at  the  end  of  the  fifth  year  as  part  payment  for  the  new  ma- 
chines. The  trade-in  value  allowed  for  the  old  machines  may  be  assumed 
to  be  ¥6,000.00,  which  is  $4,000.00  more  than  the  estimated  scrap  v^ue. 
The  entries  for  this  toansaetion  will  be: 

((}  BtaaiTi  for  DeprtciitioD 14,600.00 

HicbinaiT  (Old  iMat) 14,500.00 

To  cloas  tha  Baaaira 

(t)  NaebinaiT HO, 000. 00 

AccODnta  Parabla HE, 000. 00 

Hicbinarr  (Old  aiaat)  B, 000. 00 

To  racord  jDrchiae  of  ne*  ■tchlnarr. 

(c)  Sorplna  SEOO.OO 

HicbineiT  (Old  aaaat)  SEOO.OO 

To  racord  tbe  loaa  on  aala. 

n.    PERIODIC  ADJUSTMENTS  FOR  UNCOLLECTIBLE  ACCOUNTS 

Method  of  Recording  Bad  Debt  Losses  as  They  Occur.    One  method 

of  handling  losses  on  customers'  accounts  is  to  charge  these  losses  off 
only  as  they  occur,  without  making  any  provision  for  them  in  advance. 
In  this  case  no  Reserve  is  used.  For  instance,  when  it  is  found  that  Mr, 
Jones'  Account  of  $216.00  cannot  be  collected,  the  entry  under  this  method 
will  be: 


This  Bad  Debts  Account  is  closed  into  Profit  and  Loss  in  the  same 

way  other  expense  accounts  are  closed  at  the  end  of  the  period.  This 
method  however  is  not  acceptable,  since  it  charges  the  current  period 
with  a  loss  on  an  account  that  may  be  of  large  amount  and  may  have 
been  standing  on  the  books  for  a  time  running  back  over  several  periods. 
The  better  method  is  shown  in  the  next  paragraph. 

Better  Method  of  Estimating  Losses  from  Bad  Accounts.  The  prob- 
able losses  on  customers'  accounts  may  be  estimated  in  advance  by  one 
of  the  following  methods: 

1.  By  taking  a  percentage  <A  Sales. 

2.  By  taking  a  percentage  of  Accounts  Receivable. 

3.  By  an  inspection  of  Open  Accounts, 

The  percentage  of  bad  debts,  as  based  on  net  sales,  seems  to  be  the 
method  most  commonly  used.  To  determine  this  percentage  for  any 
particular  business,  past  records  must  be  inspected  and  an  average  taken. 
This  percentage,  of  course,  varies  in  different  businesses,  dependmg  upon 
its  mU;ure  and  on  local  conditions. 
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In  some  businesses  it  is  a  small  fraction  of  1  per  cent  In  others  you 
will  find  that  the  percentage  is  hij^er,  and  in  basinesaes  carrying  in- 
stallment accounts  it  may  run  voy  high. 

Reliable  investigations  were  made  by  the  Harvard  Bureau  of  Research 
and  Syttem  in  1919,  which  show  the  average  amount  for  various  lines  of 
business.  For  example,  for  furniture  stores,  l^o  per  cent  is  the  average 
loss  from  bad  debts,  almost  20  times  as  large  as  for  variety  stores,  which 
has  been  found  to  be  one-tenth  of  1  per  cent.  Jewelry  and  Dry  Goods 
have  about  two-tenths  of  1  per  cent  loss,  while  hardware  and  clothing 
lines  run  around  three-tenths  of  1  per  cent. 

Suppose  that  it  is  estimated  that  2  per  cent  of  net  sales  is  a  fair 
amount  to  consider  as  loss,  and  that  net  sales  amount  to  $160,000.00  an- 
nually. This  would  mean  a  loss  of  $250.00  for  each  month,  which  would 
be  charged  to  Elxpense  and  credited  to  a  Reserve  for  Doubtful  Accounts. 

It  may  happen  during  any  month  or  period  that  there  will  be  no  actual 
losses  incurred  on  customers'  accounts,  but  it  is  good  business  policy  to 
make  this  provision,  nevertheless.  The  collection  department  records  will 
serve  as  a  guide  in  establishing  the  amount  of  loss  to  be  reserved. 

In  case  a  customer's  account  proves  uncollectible,  as  in  the  case  of 
Jones',  mentioned  above,  the  amount  of  the  loss  will  be  written  off  against 
this  Reserve  by  debiting  the  Reserve  and  crediting  the  Accounts  Receiv- 
able Account;  for  example,  thus: 


To  ■ril*  off  the  bilincs  of  Jooet'  Account  or  Loai. 

The  account  of  the  customer  wiU  now  appear  closed,  as  shown  in 
Figure  8. 
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Fiacra  8.    Customer'a  Account  clooed  out  u  unoolleotible 

If  it  should  torn  out  that  a  customer  makes  payment  on  his  account 
after  it  has  already  been  written  off  as  worthless,  the  entry  for  this  pay- 
ment would  be  a  debit  to  Cash  and  a  credit  to  Surplus  (in  case  of  a  cor- 
poration) or  to  Capital  (in  case  of  an  unincorporated  concern). 

Treatment  of  Reserve  for  Donbtfol  Accounts  on  Balance  Sheet  The 
Reserve  for  Doubtful  Accounts  may  be  shown  on  the  balance  sheet  just 
tike  Depreciation  Reserves,  either  as  a  deduction  from  the  Accounts  Re- 
ceivaUe  Account  on  the  asset  side  or  with  other  items  on  the  liability  side. 
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Reserve  Accounts  in  the  Working:  Sheet  Both  depreciation  and  loss 
irom  t)ad  debts  are  adjusted  in  the  working  sheet,  alone  with  the  other 
afljustments  for  accrued  and  deferred  items,  unless  stan^d  entries  have 
been  made  for  monthly  adjustments.  In  the  adjustments  column  the 
Expense  Accounts  are  debited  and  the  Reserve  Accounts  are  credited, 
thus: 

DtpncUtlon 

BBgarrs  Depreditioo 

Loia  on  Bid  Debu 

Btsttra  for  Donbtfol  Aceounti 

These  amounts  are  then  extended  into  the  other  columns  of  the  work- 
ing sheet.  Both  debits  and  credits  are  carried  over  into  the  Adjusted 
Trial  Balance  column.  Then  the  Expense  items  are  carried  into  the 
Profit  and  Loss  columns.  The  Reserves  are  then  extended  in  the  liability 
column,  not  because  they  are  liability  accounts  but  because  they  offset 
the  asset  accounts. 

IMPORTANT  POINTS  IN  THIS  ASSIGNMENT 

The  main  points  of  this  Assignment  may  be  briefly  sumnutrized  as 
follows: 

First.  The  Principle  of  Adjustment.  Fixed  assets  depreciate,  and  this 
depreciation  should  be  adjusted  periodically.  Losses  from  doubtful 
accounts  should  also  be  recognized  and  brought  into  the  accounts 
by  means  of  adjusting  entries.  These  adjustments  provide  an 
equitable  distribution  of  expenses  and  losses  to  the  period  in  which 
they  occur. 

Second.  The  asset  accounts  should  be  left  undisturbed  and  should  alw^v 
show  the  original  cost.  Estimated  decreases  in  asset  values  shoold 
not  be  credited  to  asset  accounts,  but  rather  to  valuation  accounts, 
such  as  the  Reserve  for  Depreciation  and  the  Reserve  for  Doubtful 
Accounts. 

Third.  These  Reserve  Accounts  will  be  closed  finally  into  the  assets  ac- 
counts, when  the  assets  are  disposed  of  or  when  thdr  value  is  read- 
justed on  the  books. 

Fourth.   The  Reserve  Accounts  may  be  shown  in  two  ways  on  the  balance 

sheet. 

(a)  As  deductions  from  the  assets  on  the  asset  side. 

(b)  On  the  liability  side  of  the  balance  sheet. 

Fifth.  These  Reserve  Accounts  are  called  Valuation  Accounts  because 
they  must  be  considered  along  with  the  asset  accounts  In  determin- 
ing the  book  value  of  the  assets. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  17 

The  fotlowins  five  practical  problems  illustrate  the  principles  ex- 
plained in  the  assignment.  Prepare  solutions  that  will  indicate  to  your 
instructors  that  you  have  thoroly  mastered  this  Aasigmnent.  They  are 
similar  to  situations  you  must  handle  in  actual  accounting  practice. 

1.  Mr.  Richards  did  not  adjust  his  books  for  the  following:  items. 
These  adjustments  were  usually  made  by  the  auditor  at  the  end  of  each 
period.  You,  as  the  auditor,  are  expected  to  make  the  adjusting  journal 
entries  necessary  to  bring  the  items  into  the  ledger  at  time  of  closing  the 
nominal  accounts,  June  30,  1922. 

Uigit  P«T»bl« IllO.lB 

InUratt  Payibls 91.13 

Untiplrtd  Insnrince  54.13 

DspreciitioB  of  BuildiDgt  350.00 

Dapreclition  of  Pnrattnra U6.00 

Dapraclatlon  of  Kachlnoir  450. 7S 

laliaatad  Losaaa  froB  Donblfal  Aceoncts  IBG.OO 

iceruad  Tam 89.00 

Offica  Snppliaa  od  band  134.00 

2.  (a>  When  these  adjusting  entries  have  been  made,  will  the  net 
profit  figures  in  the  Profit  and  Loss  statement  be  larger  or  smaller  than 
if  they  were  not  made?    By  how  much? 

(b)  How  will  the  entries  aSect  the  balance  sheet  items,  assets, 
liabilities,  and  net  worth? 

3.  On  January  1,  1921,  Mr.  Richards  paid  ¥14,000.00  for  the  building, 
$2,800.00  for  furniture,  and  $4,507.50  for  machinery.  Since  that  time 
Depredation,  shown  in  Problem  1,  has  been  charged  every  6  months.  The 
depreciation  charged  off  on  June  30,  1922,  is  also  for  a  period  of  six 
months. 

(a)  What  is  the  rate  of  annual  depreciation  for  each  of  these 
assets? 

(b>  What  is  the  credit  balance  in  the  Reserve  Accounts  on  June 
80,  1922? 

4  Mr.  Williams  boustt  machines  for  $13,000.00  on  January  1,  1912. 
He  estimated  that  the  machines  would  last  10  years,  with  a  probable 
scrap  value  of  $1,000.00. 

On  January  1,  1922,  he  sold  the  machines  for  $1,200.00.  Show  the 
following, 

(a)  Machine  Account  on  January  1,  1922,  after  it  is  closed. 

(b)  Reserve  for  Depreciation  Account  after  it  is  closed. 

(c)  How  will  you  handle  the  $200.00  excess  received  from  the 
sale  of  the  machines. 
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6.  The  following  depreciation  schedule  ^ves  you  a  list  of  the  aseeta 
in  Mr.  Robert's  business  for  which  he  is  providing  depreciation.  The  two 
columns,  headed  "Kate"  and  "Annual  Charge,"  are  to  be  filled  out  and  a 
list  of  the  amounts  sent  in. 

(a)  Determine  the  amounts  that  should  go  in  the  two  columns. 

(b)  Set  up  the  adjusting  journal  entries  as  of  December  81, 1922. 

D^reciation  Sdiedule 
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Higher  Accountancy 


PRINCIPLES 
PRACTICE  flwrf" 
PROCEDURE 


Elements  of  Accounting  Practice 

Assi^ment  18 

PARTNERSHIP  ACCOUNTING 

FORMATION  AND  OPERATION 


F"  IS  a  self-evident  fact,  during  these  times  when  the 
entire  business  world  is  readjusting  itself  to  a  nor- 
mal  basis,  that  anyone  who  wants  to  rise  above  the 
rank  and  file  in  any  profession  or  business  not  only 
requires  ability,  but  must  avail  himself  of  every  possi- 
ble assistance  to  qualify  himself  for  the  work  he  hopes 
and  expects  to  accomplish. 

GEO.  H.  HESS,  JR.,  Comptroller 
Great  Northtrn  Railway  Company 


LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  General  Ledger 

4.  Closing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  The  Cash  Journal 

8.  Merchandise  Records — ^The  Purchase  and  Sales  Journals 

9.  Subdivision  of  the  Ledger 

10.  Columnization 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depredation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Opravtiim 

19.  Partnership  Accounting — Dissolution  Problems — Joint 

Ventures 

20.  Corporation  Accounting — Fomutioit — Operation 

21.  CoHPOKATioN  Accounting — Reorganizations — Mergkcs 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

2/.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements — General  Review 
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PARTNERSHIP  ACCOUNTING 
FORMATION  AND  OPERATION 

The  accounting  procedure  presented  in  the  preceding  assignments  has 
been  applied  specifically  to  a  business  owned  by  a  single  individual,  ordi- 
narily known  as  a  sole  proprietorship.  This  procedure  has  dealt  primarily 
with  operating  records  and  statements  and  applies  pretty  generally  also 
with  concerns  owned  by  more  than  one  person. 

Partnerships,  however,  require  extra  consideration,  because  special 
accounting  problems  arise  in  connection  with  capital  accounts.  For  ex- 
ample, Mr.  Green,  who  owns  a  business,  sells  out  and  forms  a  partnership 
with  Mr.  White.  Instead  of  having  only  one  Capital  Account,  as  was  the 
case  previously  when  Mr.  Green  was  the  sole  proprietor  of  a  business, 
there  are  now  two  Capital  Accounts,  one  for  each  partner. 

Assume  that  when  the  partnership  is  formed,  each  partner  invests 
$10,000.00.  We  will  credit  $10,000.00  to  each  partner's  account,  instead  of 
ereditiog  the  total  $20,000.00  to  one  capital  account.  As  each  parljiar 
makes  withdrawals,  his  account  is  debited.  Sometimes  the  charge  is  made 
to  a  Rawing  account  instead  of  the  Capital  Account.  When  he  adds  to  his 
investment,  his  Capital  Account  is  credited.  Numerous  adjustments  must 
be  made  in  the  Capital  or  Drawing  accounts  for  profits  or  losses,  interest 
on  investment  and  withdrawals,  and  similar  transactions  that  arise  dur- 
ing the  operation  of  the  partnership.  Accounting  problems  for  partner- 
ships thus  involve  mainly  the  partner's  capital  accounts,  or  special  sub- 
sidiary accounts. 

In  order  to  handle  these  problems  correctly,  the  accountant  should  be 
familiar  with  partnership  organization  and  operation.  First  of  all  he 
should  know  what  a  partnership  is  and  how  it  is  formed. 

Partnership  Based  on  Contract.  A  partnership  consists  of  an  agree- 
ment or  contract  between  two  or  more  persons,  to  carry  on  a  certain  busi- 
ness.   Chancellor  Kent  has  defined  a  partnership  as  a 

"rriation  resultlits  from  &  contract  of  two  or  more  competent  persons 
who  place  their  money,  effects,  labor,  and  skill,  or  some  one  or  all  of 
them,  in  lawful  commerce  or  business,  and  who  divide  the  losses  or 
profits  in  certain  proportions." 

This  partnership  contract  may  be  oral  or  written.  If  written  it  should 
be  properly  signed  by  all  the  partners.  It  Is  usually  desirable  to  have  the 
contract  in  writing,  since  the  partnership  may  continue  longer  than  a  year, 
in  which  case  a  mere  oral  agreement  would  not  be  enforceable  under  the 
statute  of  frauds.  Moreover  a  verbal  agreement  may  lead  to  disputes 
among  partners. 

It  is  generally  desirable  to  have  the  partnership  contract  drawn  up  by 
an  attorney  and  reviewed  by  an  accountant  who  is  well  versed  in  partner- 
ship law.    This  contract  is  commonly  caJled  the  Articles  of  Ajpreement. 
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Articles  of  Agreement  an  Aid  to  the  Accountant.  If  the  Articles  of 
Agreement  are  properly  drawn  up,  they  will  contain  certain  clauses  which 
will  simplify  many  problems  of  partnership  accounting.  The  contract 
shonld  specify,  in  every  case,  the  following: 

1.  The  name,  location,  and  nature  of  th«  busineBS. 

2.  The  length  of  time  dnring  vfaich  the  partnership  it  to  operate;  otherwise,  Ute 
agreement  holds  indeflnitdy  or  as  limited  by  law. 

5.  Tlie  duties  and  powers  of  eadi  partner  and  the  time  to  be  devoted  to  the  bued- 
nesB.  If  these  points  are  not  speciflcally  covered,  there  will  be  many  oppor- 
tunities  for  dispute.  For  example,  in  common  law,  each  partner  has  uie  right 
to  sign  checks,  drafts,  acceptances,  or  any  other  contra^  nsing  tiie  name  of 
tlie  firm.  Unless  these  powers  are  restricted,  one  partner  may  easily  take 
advantage  of  his  rights,  to  the  detriment  of  another  mend^er. 

4.  The  amount  of  capital  to  be  contributed  by  each  partner,  with  a  time  limit  for 
its  payment.  All  property,  other  than  cash,  should  be  carefully  valued,  and 
the  T^ue  agreed  upon  should  be  made  a  part  of  the  articles  of  agreement. 

6.  Whether  interest  is  to  be  allowed  on  capital.  If  this  is  not  spedfled,  interest  is 
not  to  be  credited  to  partners,  even  tho  the  investment  of  one  is  much  greater 
than  others.  If  interest  is  to  be  allowed  the  partners,  but  no  rate  is  men- 
tioned, the  legal  rate  applies. 

6.  The  basis  on  which  profits  and  losses  are  to  be  shared.  If  nothing  is  said  on 
this  point,  profits  and  losses  will  be  shared  equally,  even  tho  the  investment  of 
one  partner  is  greater  than  that  of  another.  If  the  partnership  agreement 
specifies  how  profits  are  to  be  divided,  but  says  nothing  regarding  the  sharing 
of  losses,  the  same  basis  will  prevail  for  sharing  losses  as  for  sharing  profits. 

7.  The  conditions  under  which  withdrawals  may  be  made,  eittier  in  merchandiea 
or  in  cash.  If  the  articles  of  agreement  are  silent  on  this  point,  interest  is 
not  charged  on  withdrawals,  as  such  items  are  considered  personal  charges 
withdrawn  in  anticipation  of  profit.  If  such  withdrawals  bectnne  excessive,  as 
a  matter  of  equity,  the  courts  will  often  reouire  interest  to  be  charged,  but 
ordinarily  the  principle  given  above  will  stand. 

8.  The  salaries  or  commissions  to  be  allowed  each  partner.  Otherwise,  the  part- 
ners are  not  entitled  to  specific  compensation  for  their  services. 

9.  The  method  of  keeping  the  books  and  special  points  regarding  the  accounts. 
For  example,  whether  they  shall  be  open  to  inspection  by  all  the  partners, 
when  the  books  are  to  be  closed,  annually  or  Eemiannually,  etc 

10.  Provision  for  discontinoing  the  partnership  in  case  of  a  voluntary  disaobitimi 
or  in  case  of  the  death  of  one  of  the  partners.  If  this  point  is  not  specifically 
covered,  the  estate  of  a  deceased  partner  is  that  of  his  interest  at  date  of  death. 
This  may  make  it  necessary  to  take  an  inventory  and  close  the  books  as  of 
that  date,  which  sometimes  becomes  a  rather  complicated  matter. 

11.  Provision  in  regard  to  admitting  a  new  partner,  especially  the  treatment  of 
goodwill  under  such  circumstances. 

These  various  articles  of  agreement  should  be  carefully  studied  by  the 
accountant,  so  that  he  will  be  able  to  make  the  opening  entries  correctly. 

OPENING  ENTRIES  FOR  A  NEWLY  ORGANIZED  PARTNERSHIP 

There  are,  in  general,  three  conditions  under  which  a  partnership  <»n 
come  into  existence,  and  each  of  these  conditions  determines  what  entries 
are  to  be  made  on  the  books. 

1.    When  each  partner  makes  an  original  investment. 
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2.    When  a  partner  is  admitted  to  an  established  business. 

8.    When  two  or  more  operating  businesses  unite  to  form  a  partner- 
ship. 

1.  When  Each  Partner  Makes  an  Original  Investment.    A  new  biun- 

ness  may  be  formed  by  two  or  more  parties,  neither  of  whom  has  been  in 
business  immediately  preceding,  i.e.,  there  is  no  established  business,  no 
store,  and  no  stock  of  goods. 

To  illustrate,  assimie  that  Mr.  Green  and  Mr.  White  each  invest  $10,- 
000.00  in  the  opening  of  a  firm  under  the  name  of  Green  &  White.  Your 
first  entry  in  the  journal  will  be  as  follows : 

Jnnt  1,  1931    Cash UO.OOO.OO 

A.  Gr«eD,  CiplUl 110,000.00 

B.  Vbitt,  Capital  10.000.00 

To  racord  th«  origioil  in- 
vaataanta  of  Utiin.  i. 
Graeo  md  B.  Vhita.  ■■  per 
tbair  igraaasnt,  ditad  Juna 
1,  1830. 

The  $20,000.00  should  also  be  entered  in  the  cash  book,  to  provide  a 
complete  record  of  original  investment.  The  debit  in  the  journal  and  the 
credits  in  the  cash  book  are  checked  (V)  to  prevent  duplicate  posting. 

As  the  business  begins,  liabilities,  of  course,  will  be  incurred.  The 
Cash  Account  will  be  affected  by  sales  and  purchases  and  the  other  ordi- 
nary transactions  of  a  going  business. 

2.  When  Partner  Is  Admitted  to  Established  Business.  Mr,  Brown  has 
been  in  business  for  five  years.  He  has  a  net  worth  or  capital  at  the  pres- 
ent time  of  $10,000.00.  His  business  is  growing,  and  so  he  looks  about  for 
a  partner  with  additional  capital.  He  finally  consents  to  reorganize  his 
business  into  a  partnership  and  admits  Mr.  Black.  Mr.  Black  invests  $12,- 
OOO.OO.  The  two  partners  sign  an  agreement  which  specifies  that  Mr. 
Black  shall  be  admitted  as  an  equal  partner.  This  means  that  Mr,  Black 
is  to  pay  in  $12,000.00  for  an  interest  equal  to  Mr.  Brown's.  The  total 
investment  is  now  $22,000.00,  which  must  be  divided  equally  between  the 
two  partners. 

The  $2,000.00  excess  is  a  premium  or  bonus  which  Mr.  Black  pays  for 
the  privilege  of  being  admitted  into  an  established  business.  This 
$2,000.00  premium  is  for  the  goodwill.  The  correct  entries  for  recording 
this  transaction  are: 

An*  80,  ign    Ctih 113,000.00 

Mr.  Black,  Capital  .   ,  .   .   .  113,000,00 

Ciah  invflated  bj  Hr.   GUck 
tar  one-half  interait  In  the 
kaaineaa  of  Mr.  Bran,  aa 
per  iBraoaant  datad  Juta 


ABrigi^B^t^  &«)>)t^Ic 


Hr.  BUck,  CipiUl «  1,000. DO 

Mr.  Bron,  CtplUl •  1,000.00 

To  tqulita  the  CiplUl  iccannU 
or  Uis  tio  partooro,  dog  to  Uit 
raaliulloD  b;  Mr.  Bron  of  one- 
hilf  of  tbe  goodvill  for  ihieh 
Hr.  BUck  piid  tl.OOO.OO 

It  is  very  necessary  in  a  transaction  of  this  kind  to  analyze  the  facts 
carefully  in  order  to  get  at  the  true  effect  in  the  debit  and  credit  elements. 
The  facts  in  this  case  are  as  follows: 

(a)  Mr.  Black  pays  into  th«  business. $12,000.00 

(b)  Hr.  Brown  nas  an  inTestmsnt  tima  past  activities  of....  10,000.00 


Total  Invested  Capital- 


Share  of  Ht.  Black  in  new  enterprise 

Share  of  Ur.  Brown  in  new  entwpriae 


Total  Capital  as  aboTo__ ..^22,000.00 

The  essential  fact  in  this  case  is  the  true  invested  capital  in  the  new 
enterprise.  It  is  true  that  Mr.  Brown  requires  an  investment  on  the  part 
of  Mr.  Black  of  |2,000.00  in  excess  of  his  former  net  worth,  but  by  the 
terms  of  the  agreement  Mr.  B]ack  retains  a  one-half  interest  in  this  excess 
OVOT  Mr.  Brown's  former  capital,  namely  $1,000.00.  The  amount  of  good- 
will realized  by  Mr.  Brown,  therefore,  is  $1,000.00  which  is  credited  to  his 
Capital  Account.  The  business  receives  the  benefit,  however,  of  the  fall 
$12,000.00  paid  in  by  Mr.  Black;  for  this  reason  there  is  no  record  made 
of  the  $2,000.00  goodwill. 

Had  the  $2,000.00  been  paid  to  Mr.  Brown  on  the  side,  as  a  bonus,  and 
only  the  $10,000.00  put  into  the  business,  the  new  partnership  would  not 
have  received  the  benefit  of  the  excess  paid  by  Mr.  Black  for  a  half  inter- 
est, but  Mr.  Brown  would  have  benefited  personally  for  the  full  amount. 
Accordingly,  it  makes  considerable  difference  whether  the  "premium"  for 
admittance  into  a  partnership  is  paid  directly  to  the  party  already  in  the 
business,  or  whether  it  is  paid  into  the  business  itself.  The  articles  of 
agreement,  as  well  as  the  opening  entry,  should  make  this  point  clear. 

3.  When  Two  or  More  Proprietorship  Bu^esses  Form  a  PartDership. 
A  situation  of  this  kind  requires  two  sets  of  transactions. 

1.  Closing  entries  on  the  books  of  the  old  businesses. 

2.  Opening  entries  on  the  books  of  the  new  partnership. 

The  property  of  each  business  is  first  valued,  including  goodwill  in  each 
case,  and  the  old  asset  and  the  liability  accounts  are  then  debited  and 
credited  with  the  respective  amounts  of  each  concern  on  the  books  of  the 
new  concern.  Each  member  of  the  new  partnership  is  credited  with  the 
net  v^ue  of  his  investment  as  agreed  upon  in  the  contract.  In  case  two 
partnerships  combine,  or  if  a  single  proprietorship  and  a  partnership  com- 
bine, the  former  partnership  relations  must  first  be  dissolved. 

As  an  illustration,  assume  that  Mr.  Klein  and  Mr.  Newton  have  agreed 
to  form  a  partnership,  each  constituting  a  sole  proprietorship.  The  two 
following  tmlance  sheets  shew  how  each  of  these  businesses  stand  at  the 
date  of  forming  the  partnership.  You  will  note  that  neither  concern  has 
controlling  accounts  for  customers'  and  creditors'  accounts.  It  is  agreed 
that  in  the  new  business,  controlling  accounts  should  be  used. 
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Google 


Mr. 

BiUICI  SHUT 

Kkin 

Dae.  31,  1910 

Cnrrtnt  JUaati 

Ciah  ......  1    660.00 

CutOMra: 

I.  T.  Grtj    .        200.00 

1.  B.  Nix  .   .        48G.00 
lotaa  BacaUtlila        740.00 
Hdaa.  Iiif«[Lt»i7-     3,100.00  IS. 17B. 00 

Fi»d  A<s»ta 

Funltaro  k  Ftit.                     800.00 

LiRbilitiaa  tad  Capital 
Currant 
Craditora; 

J.  J.  Hatta  .  ■    SBO.OO 

H.  B.  Cobb.   .        339.00 
lotta  Pajtbla.   .     1,600.00  tl.STG.OO 

L.  J.  Uaio,  CapiUl              4,000.00 
«G, 871.00 

19,979.00 

Mr.  Newton 

BAUHCE  SHIET,  Dae.   31,  1930 


Aaaata 

Currant  iasata 

Caah ■    839.00 

Cnatcaan: 

C.  B.  Dillon.        400.00 

1.  8.  Rij  .   .        490.00 
lotaa  BacaiTabla       ISO. 00 
Hdia.  lavaatorjr      3,BS0.O0  S4,nB.OO 

LlabiUtlas  and  CapiUl 
Currant 
Craditara: 

f.   1.   Foj..    .  •    330.00 

L.  L.  Laa  .   .        US. 00 
lotaa  Paribla.   .        800.00  M.eeS.OO 

L.  1.  levton,  capiUl             8,700.00 

Pizad  Aasata 

ruTU.  k  till..  .                      1,OSO.OO 

■s,8es.oo 

ta.ses.oo 

The  asreemest  states  that  each  partner  is  to  pay  into  the  businesa 
enough  cash  to  bring  his  capital  up  to  $5,000.00.  A  new  set  of  books  is  to 
be  opened  for  the  partnership  under  the  firm  name  of  Newton  &  Klein. 

The  procedure  called  for  in  this  case  is: 

1.  Closing  entries  on  the  books  of  Klein. 

2.  Gosing  entries  on  the  books  of  Hewton. 

B.    The  opening  joomal  entries  for  the  new  firm  of  Newton  A  BClein,  creating 

controlling  accounts  for  botii  the  accounts  receivable  and  accounts  payable  Bob- 

sidiary  ledger, 

1.  Entries  Clonng  the  Books  of  filr.  Klein.    The  following  compound 

joomal  entry  will  close  the  books  of  Mr.  Klein's  business.    Assets  are 

credited  and  lialnlities  and  capital  are  debited: 

Hotaa  Pavibla  tl.SOO.OO 

J.  J.  Watta 390,00 

«.  B.  Cobb 338.00 

Mr.  Ilain  CaplMl 4,000.00 

Caah %    6G0.OO 

Horcbandiaa 3,100.00 

Pumitura 800.00 

Hotaa  RacoiTabU 740.00 

L.  t.  Gray 300.00 

I.  B.  Mix 4BS.00 

For  cloaing  tha  booka  aa  ■  raanlt  of  tha  tranafor 
of  tttla  of  all  prapar^  and  tha  aaanaption  of 
til  liabilltiae  by  loaton  k  Iloin. 


2.  Dosing  Entries  on  the  Books  of  Mr.  Newton.  The  following  entries 
will  dose  the  books  of  Mr.  Newton: 

RoUi  Pmblt I   BOO.OO 

p.  p.  For MO.OO 

L.  I.  Le HB.n 

Hr.  Mntan  Cipitil 3,700.00 

Cub ■    335.00- 

Htrchtndiat 3,BsA.OO 

Farnltnre l.OSO.OO 

Hotas  RacafTibla  4S0.00 

C.  B.  Dillan 400.00 

I.  E.  Raj 490.00 

Par  eloalDg  tba  bgoki  ■■  ■  raault  of  tha  tnna- 
far  of  titlo  of  all  proparti  aod  Iha  laaiuptioii 
of  all  Htbilitiaa  by  Hawtoo  t  Elloa. 

In  making  these  entries  compound  journal  entries  have  been  used  in 
order  to  save  time  and  space.  Compound  journal  entries  are  those  that 
show  debits  and  credits  affecting  more  than  two  accounts. 

3.  Opening  Entries  for  the  New  Firm,  Newton  &  Klein.  In  making  the 
opening  entries  the  assets  and  liabilities  of  the  two  concerns  will  be  shown 
in  total  as  determined  for  cash: 

Caab  niaia) IBGO.OO 

Gaih  (HavtOD)     835.00 

loUl 1976.00 

The  complete  opening  entry  for  the  journal  is  as  follows: 

C»«b ■  975.00 

Karcbindlsa  5.750.00 

Purnitara  l.flSO.OO 

lotaa  RaooiTiblo  1,190.00 

lecDunta  Baceivibla  1,575.00 

L.  I.  Gray I  300.00 

E.  R.  His 485.00 

E.  B.  Rir 490.00 

G.  B.  DillOD 400.00 

•1,575.00 

lotoa  Fajabla  13,400.00 

Accounta  Fiyibla    1,340.00 

J.  J.  Witla t  3BO.0O 

W.  B.  Cobb 335.00 

P.  P.  Poj 330.00 

L.  L.  Lea 545.00 

91,340.00 

Hr.  KlaiD,  CapiUl Sl.OOO.OO 

Hr.  Matton,  Capital  3,700.00 

For  ontering  tha  aaaata  md  lUbllitiaa  of 
tba  buainasa,  of  Hr.  Kloin  and  of  Hr. 
Eavton,  and  crattioK  on  Capital  Accooota 
for  oicb  partnar. 

Equalizing  the  Partners'  Capital  Accounts.  According  to  the  agree- 
ment of  Mr.  Newton  and  Mr.  Klein,  each  partner  is  supposed  to  pay  in 
enough  cash  to  bring  his  capital  up  to  $5,(>00.00.    Klein,  therefore,  must 
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p^  in  11,000.00  and  Newton  $1,800.00.    When  this  money  is  paid  in,  the 
accounts  will  be  affected  thus: 

CMh 83,300.00 

I.  J.  Ilein 11,000.00 

I.  H.  I«wtan 1,300.00 

For  utb  TBceiTed  fron  ptrtnara  to  s^ualii*  their 
Capital  AcCDunta  iccarding  to  irticl«»  of  igre«- 

PEOCEDURE  FOE  ADJUSTMENTS  BETWEEN  PARTNERS  , 

After  a  partnership  is  formed,  the  transactions  which  it  has  with  out- 
side parties  are  practically  the  same  as  those  of  an  individual  proprietor. 
Accordingly,  the  partnership  accounts  and  books  for  recording  such  trans- 
actions would  be  the  same  as  for  the  sole  proprietorship.  There  are,  how- 
ever, some  transactions  or  adjustments  within  the  business  and  among 
the  partners  themselves  that  give  rise  to  new  accounts  and  entries,  which 
are  not  required  in  a  sole  proprietorship.  One  of  the  most  important  of 
these  adjustments  is  the  distribution  of  profits  and  losses. 

Distribation  of  Profits  and  Losses.  As  has  already  been  stated,  there 
should  be  some  sort  of  basis  specified  in  the  Articles  of  Agreement  for  the 
distribution  of  net  profits.  If,  however,  no  method  of  distribution  is  agreed 
upon,  the  law  provides  that  profits  shall  be  divided  equally  among  the 
partners,  regardless  of  the  amounts  invested.  This  seems  to  be  a  just  and 
fair  method,  because  some  partners  who  invest  less  money  than  others 
may  contribute  a  larger  amount  of  skill,  executive  ability,  or  financial 
resources,  which  adds  to  the  power  of  the  organization.  For  this  reason 
you  will  find  partnerships  in  which  the  partners  share  profits  equally,  even 
tho  their  investments  are  unequal. 

Distribution  Based  on  Capital  Investment.  If  the  Articles  of  Agree- 
ment specify  that  profits  are  to  be  distributed  to  the  partners  according 
to  their  investoient,  it  should  be  clearly  stated  whether  original  invest- 
ment, net  investment,  or  average  investanent  is  meant. 

1.  Original  Investment 

If  partner  A  puts  $2,000.00  in  a  firm  at  the  time  of  starting  a  busi- 
ness and  partner  B  puts  in  $1,000.00,  these  amounts  are  considered  their 
original  investment.  If  profits  are  to  be  divided  according  to  original 
investment,  A  wiU  receive  twice  as  much  profit  as  B.  This  methcS  of 
distributing  profits  is  satisfactoiy,  provided  A  and  B  do  not  increase 
their  investments  from  time  to  time,  or  withdraw  part  of  their  original 
capital  for  personal  use.  In  such  a  case,  it  seems  more  fair  to  distribute 
profits  on  the  basis  of  net  investment,  or  average  investment. 
2.  Net  Investment 

Assume  that  A  and  B  started  their  partnership  in  1919,  A's  original 
investment  being  $2,000.00  and  B's  $1,000.00.  Both  partners  made  sev- 
eral additions  to  their  investment  and  on  several  occasions  withdrew  small 
amounts  for  their,  personal  use,  with  the  result  that  on  December  81, 1920, 
their  capital  accounts  showed  the  following  credit  balances: 


These  amounts  are  spoken  of  as  their  net  investment. 

AsBisomeot  1&-Pas*  ^   i 


On  December  SI,  1920,  when  profits  are  distributed  to  the  partners, 
how  much  is  given  to  A,  how  much  to  B,  on  the  basis  of  net  investment? 

B  has  1/S  more  net  investment  than  A,  therefore  he  will  receive  1/S 
more  profit.  In  other  words,  for  evfery  fS  that  A  receives  B  will  receive 
£4.  A's  share  is  3/7  and  B's  is  4/7.  Assuming  the  net  profit  to  be 
12,100.00,  A  will  receive  $900.00  and  B  will  receive  ¥1,200.00. 

Altho  profits  are  often  distributed  on  the  basis  of  net  investment, 
nevertheless,  this  method  has  the  disadvantage  of  not  considering  the 
loigth  of  time  the  capital  has  remained  within  the  business.  In  other 
words,  the  numerous  additions  and  withdrawals  of  capital  should  be  con- 
sidered. It  is  not  su£Scient  to  consider  merely  the  net  investment;  it  is 
better  to  figure  the  average  investment. 

8.  Average  Investment 

To  illustrate  how  profits  are  distributed  on  the  basis  of.  average  invest- 
ments, take  the  following  actual  situation  from  business.  The  amount  ot 
capital  contributed  by  each  partner  and  the  length  of  time  it  is  used  in  the 
bosiness  is  determined  on  the  basis  of  dollars  invested,  for  one  month. 
This  method  is  called  the  "dollar  month"  basis. 

IIL  N.  Overman  and  N.  O.  Preston  formed  a  partnership  on  January  1, 
1920.  Overman  contributed  assets  valued  at  ¥12,000.00  and  Preston  con- 
tributed cash  to  the  amount  of  ¥1S,000.00.  Overman  made  an  additional 
investment  of  $2,000.00  on  March  1,  and  $3,000.00  on  August  1.  On  June 
1,  Overman  withdrew  $2,000.00  from  the  business.  On  Hutsh  1,  Preston 
made  an  additional  investment  of  $2,000.00  and  on  July  1,  $6,000.00.  On 
August  1,  Preston  withdrew  $5,000.00.  The  net  profits  for  the  year  amount 
to  $6,000.00.  Based  on  average  investment  of  the  length  of  time  each  part- 
ner's capital  remained  invested,  what  is  each  partner's  share  of  the  profits  7 
M.  N,  Overman's  Share 

Step  One — Determine  the  dollar  months  of  investment. 

AldltioDB  to  Cipiul  Hontha  in  Bvsintai  DolUr  Hontbs 

JiD.  1  .    113,000.00                       li  1144,000.00 

Htr.  1   .         3.000.00                          10  30,000.00 

AnS.  1   .         3,000.00                            6  lS,OOa.OO 


tdui im,ooo.oo 

14,000.00 


■•t  DolUr  HoDtlia  of  InvaitMiit lieS.OOO.O 

Step  Two — Calculate  the  average  investment. 

llBS,0D0.00-f-13  >  S1S,7GO.OO,  Ortniaii'a  ATongt  iDTMtMUt. 

N.  0.  Preston's  Share 
Step  One — Determine  the  dollar  months  of  investment. 

idditloni  to  Gipiut  Hontlia  in  Buiinaaa  DoIUrNontba 

J4D.  1  .     113,000.00                          IS  •180,000.00 

Hit.  1  .        3,000.00                       10  30.DO0.00 

Jull  1  .        9,000.00                         a  30,000.00* 


ToUl 1306,000.00 

SG.OOO.OO 


■at  Dollar  Hontha  of  Iii*aabiant flll.OOO.OO 
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step  Two — Calculate  the  average  investment. 

lUl.OOO.M-l-U  -  IIB.OSS.M,  Pnitoi'*  knngt  XiiTMtMBt. 

Sammary  of  Partners'  Average  Investment. 


t3S,83SJ4 

Each  Partner's  Share  of  Profits. 


(■}  Ov«n>n'«  Bbtr«  of  pronti  eqnali: 
113,700.00 
47.7% 


(b)  FraatoQ'a  ahara  of  prorttB  •qntla: 
I1S,0BS.34 

--  sa.s% 


UI,tS3.3i 

Percentage  of  Net  Profits. 


100%  16,000.00  Hat  Profit 

Transfer  of  Net  Profits  to  Capital  Acconnts. 

Profit  and  Lota  (Hat  Profit) U.OOO.OO 

H.  V.  Orarun,  Capitil II.UI.OO 

1.  0.  Praaton,  Capital   S.ISS.OO 

To  dlatribnta  nab  profit  to  tho  roapactlTa  part- 
nor'a  accaunta,  on  tha  baala  of  aTOras*  inTOat- 
■ODt,  as  par  AgrsanaDt. 

The  following  accounts  show  each  partner's  capital  as  it  stood  on  Jan- 
uary 1, 1921,  after  posting  the  above  journal  entry: 

M.  N.  OVBIUM,  CaPITjU. 


¥itlidra«al 
lab  Worth 


1  3,000 
17.863 

DO 

DO 

Jan. 
Har. 
tag. 
Dec. 

Jan. 

1 
1 
1 
SI 

1 

■19.363 

M 

laraataant 
Inraataant 
Inraataant 
3hare  of  lot  Profit 


■13,000 
3,000 
8,000 
3,3B3 


H.  O.  PmnK,  CAPTfAL 


Withdrawal 
lab  Wortb 


■  B.l 
1I.13B 


InTaataent 

iDToatBont 
lofaatBODt 
Ultra  of  Hot  Profit 


■33,133  00 

wTwSoo 


Need  of  Drawing  Accounts  for  Partners.    It  is  essential  that  temporary 
additions  or  withdrawals  of  capital  by  partners  be  recorded  in  Drawing 

Asslsmnent  18,  Page  9 


Accounts,  owing  to  the  fact  that  interest  on  capital  and  drawing  is  calcu- 
lated separately.  Moreover,  partners  are  often  allowed  salaries  which 
they  leave  in  the  business  temporarily,  drawing  on  the  account  as  needed. 

Any  temporary  withdrawals  of  cash  or  other  property  from  the  busi- 
ness should  be  debited  to  the  Drawing  Account  of  the  partner  making  the 
withdrawals.  The  Drawing  Account  is  credited  with  his  salaries  earned 
and  sometimes  with  any  temporal?  advances  made  to  the  firm.  At  the 
close  of  a  fiscal  year,  the  balance  of  a  partner's  Drawing  Account  is  closed 
into  his  Capital  Account  unless  otherwise  specified  in  the  articles  of  agree- 
ment. It  should,  of  course,  be  stated  in  the  partnership  agreement  just 
how  much  each  partner  may  be  allowed  to  draw  out  of  the  business  during 
a  given  period. 

If  a  partner  advances  money  to  the  business,  the  loan  may  be  credited 
to  a  partner's  Loan  Account  Instead  of  to  his  Drawing  Account,  if  he 
prefers,  and  the  other  partners  approve.  In  such  a  case,  the  Loan  Account 
will  draw  interest  at  the  legal  rate  unless  it  is  otherwise  agreed. 

Salaries  Best  Handled  Thro  Drawing  Accounts.  Where  partners  re- 
ceive salaries,  it  is  presumed  that  they  will  not  permit  them  to  remain  in 
the  business  for  any  great  length  of  time  after  they  are  due  and  payable. 
Accordingly,  no  provision  is  made  in  most  cases  for  allowing  interest  on 
Drawing  Account  balances,  representing  undrawn  salaries.  As  salaries  are 
earned,  an  entry  should  be  made,  either  weekly  or  monthly,  crediting  the 
portner'B  Drawing  Account  and  debiting  general  or  administrative  expense, 
as  follows: 

G«nar*I   (or  Adainlitraiiv*)  Bxpaoat M50.00 

A'l  Drawing  i/c     tlOO.OD 

B'a  Drawing  a/c     300.00 

G'b  Drawing  a/c     ISO. 00 

To  crsdit  partoara  litb  thair  ratpactife  aaUrias 
far  tha  Boath  of  May. 

Since  the  Drawing  Accounts  have  been  credited  periodically  with  the 
salaries  as  they  are  earned,  the  Drawing  Accounts  are  debited  as  the  part- 
ners receive  cash  for  the  amounts  owing  to  them.  Thus,  if  A  draws  cash, 
$50.00  on  account  of  his  salary,  whether  before  the  end  of  the  month  in 
which  it  is  earned,  or  afterwards,  his  Drawing  Account  is  debited  thru  the 
cash  disbursements  book. 

The  partnership  agreement  should  either  fix  a  limit  to  the  amount  that 
may  be  drawn  by  any  partner  in  anticipation  of  profits  or  make  provision 
for  charging  interest  on  withdrawals  to  prevent  any  partner  from  drawing 
a  large  enough  amount  from  the  business  to  hamper  its  financial  transac- 
tions. 

Interest  on  Capital  and  Drawings.  If  all  partners  in  a  business  in- 
vested the  same  amount  of  capital  and  shared  profits  or  losses  in  propor- 
tion to  their  capital,  there  would  be  no  necessity  for  considering  interest 
on  capital.  Similarly,  if  all  partners  received  equal  salaries  and  withdrew 
the  same  amounts  iom  the  business  on  the  same  days  for  personal  use, 
there  would  be  no  necessity  of  charging  partners  with  interest  on  their 
Drawing  Accounts.  Even  with  unequal  salaries  it  would  not  be  necessary 
to  figure  interest  on  Drawing  Accounts  if  the  salaries  were  actually  drawn 
as  earned  instead  of  being  permitted  to  remain  as  credits  to  their  Drawing 
Accounts. 
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These  ideal  conditions,  however,  are  seldom  found.  It  is  necessary, 
therefore,  that  some  accoontins:  method  be  devised  to  adjust  the  flnanciid 
affairs  so  that  each  partner  will  receive  his  fair  income  on  the  capital 
actually  invested  or  left  in  the  business,  as  well  as  receiving  his  share  of 
the  profits. 

Since  no  interest  is  allowed  on  capital  of  partners,  unless  so  provided  in 
the  partnership  agreement,  this  point  must  be  determined  by  examining 
the  agreement. 

Th^%  are  two  steps  after  it  is  determined  that  interest  is  so  provided 
for. 

1.  Calculate  the  amount  of  interest. 

2.  Determine  the  nature  of  the  entry. 

Calculation  of  Interest  on  Capital.  The  interest  may  be  calculated  in 
accordance  with  the  terms  of  the  agreement,  on  the  basis  of: 

1.  Original  investment. 

2.  Net  investment. 

3.  Average  investment. 

The  last  method  is  the  most  equitable.  When  this  method  is  used,  it 
is  not  necessary  to  calculate  interest  on  drawings  separately,  as  such  draw- 
ings and  the  dates  thereof  are  considered  in  determining  the  average  in- 
vestment. 

The  calculation  of  the  amount  of  interest  on  original  investment  or  net 
investment  presents  no  difficulties,  as  it  is  merely  a  matter  of  a  specific 
amount  at  a  given  rate  for  a  given  time  (usually  one  year). 

Calculating  Interest  on  Average  Investment.  In  calculating  interest  on 
the  average  investment,  if  one  carries  out  every  step  that  might  be  ex- 
pressed, there  may  be  a  great  many  separate  problems  in  interest.  This  is 
especially  true  in  case  a  partner  has  made  many  additions  or  withdrawals 
of  capital  during  the  period.  Each  addition  or  withdrawal  must  be  con- 
sidered separately  from  the  date  it  is  entered  to  the  close  of  the  year. 

To  illustrate,  take  the  following  ledger  accounts  showing  the  balances 
at  the  close  of  a  year  in  which  interest  is  to  be  calculated  on  the  average 
investment  at  6  per  cent. 

J.  E.  K«UM,  Cafitai. 


1  I    IP"  II 

J.  E.  RaOAN,  Drawino 


13.000  «J 


Lril    1 

UOT.       1 


F.  h.  80LUTAN,  CAFtTAI, 


F.  L.  Bdujvah,  Duwinq 


J.  E.  MtnpHT,  Caiotai. 

1     J...    1                               Its.oJoo 

C.  E.  MmpHT,  DuwiNO 

Ijrll 

> 

•300 

i 

The  calculatioii  of  interest  ( 
follows: 


1  each  of  these  aeeoimts  is  expressed  as 


«S,DOq.  1  Tear  at  «%„. 


Lm8  f200,  nine  months  at  6%.„ 
100,  two  montha  at  6% ... 


F.  L.  SulliTan 

$8,000,  1  year  at  6% — 

Lmb  |100,  eight  months  at  6% - ._ 


100,  tvo  mootha  at  6% .. 


(8,000,  1  year  at  6%. 


90,uuu,  J.   yoKT  at  070 

Lraa  |200,  nine  montha  at  6%.^. 


Entries  for  the  Interest  on  Investment  K&ving  calculated  the  amount 
of  interest  on  investment,  whether  determined  on  a  basis  of  original,  net, 
or  average  investment,  your  next  step  is  to  enter  it  on  the  books.  There 
are  several  different  methods  of  recording  interest  on  investment,  any  one 
of  th»n  being  genially  satisfactory. 

Since  interest  on  investment  is  not  an  operation  expense,  it  is  advo- 
cated by  some  accountants  that  an  account  called  "Interest  on  Capital"  be 
charged  and  the  respective  Drawing  Accounts  credited.  Others  claim  that 
interest  on  the  investments  of  partners  is  the  most  equitable  way  of  dis- 
tributing profits  in  order  to  recognize  the  varying  amount  of  capital  risk. 
Accordingly,  interest  allowed  on  capital  is  charged  directly  to  the  Profit 
and  Loss  Account.  By  this  method  there  is  no  chance  to  confuse  the 
charge  with  any  expenses  of  conducting  the  business. 
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Using  the  latter  method  for  illustrative  purposes,  the  entries  for  re- 
cording interest  allowed  to  Regan,  Sullivan,  and  Murphy  are  as  follows: 

Profit  »d  loai IBIS. DO 

J.  E.  Begin,  DrawiiiE  i/c 1170.00 

r.  L.  SnlliTin,  Dnwing  i/c 17S.00 

C    B.  HuiTb;,  Dtawing  «/c     171.00 

The  effect  of  this  entry  on  the  financial  relationships  of  the  partners 
may  be  seen  by  making  an  equal  distribution  of  the  $516.00  charged  to 
Profit  and  Loss.  This  loss  would  be  distributed  equally  among  the  part- 
ners, by  the  following  entry: 

J.  t.  BaEin,  Draving  iccount    tl73.00 

F.  L.  SalliviD,  DrawiDg  JLcGODDt 171.00 

C.  B.  Hnrph7,  DrawiDg  Account  172.00 

Profit  and  loaa     1916.00 

After  posting  both  the  above  entries  to  the  partners'  Drawing  Accounts, 
the  accounts  would  appear  as  foUo^ra: 

J.  E.  RnuN,  Dbawino 


Profit  tad  Loaa 


Taool 


I  tlTalOOl  I      Int.  on  InvaatMiit 

F.  L.  ScLUTAK,  Duwma 


7ZOol 


Profit  and  Loaa 


tl7Z  0 
C.  G.  MimFHT,  Dbawimo 


Profit  and  Loaa 


I  Int.  on  Invaatasnt 


It  appeara  that  Began  loses  $2,  Murphy  loses  $1,  and  Sullivan  gains  $ft. 
The  same  net  result  may  be  shown  more  briefly  by  the  following  entry, 
affecting  only  the  drawing  accounts : 

J.  I.  Bsgan.  Drawing 13.00 

C    B.  Hurphy,  Drawing l.DO 

r.  L.  Sallivan,  Driving .   .  tSOO 

Other  Methods  of  Calculating  Interest.  When  the  number  of  entries 
in  a  partner's  Drawing  Account  are  numerous,  the  calculation  of  interest 
becomes  a  rather  laborious  process  if  carried  out  in  detail  as  in  the  pre- 
ceding illustration.  For  this  reason,  some  substitute  methods  are  in  use. 
A  very  common  method  is  the  "dollar  month"  basis,  similar  to  that  dis- 
cussed in  connection  with  the  distribution  of  profits  or  losses.  The  "aver- 
age date"  method  is  another  in  frequent  use,  an  explanation  of  which  will 
be  found  in  any  good  commercial  arithmetic. 

Partnership  Insorance  Account.  A  partnership  often  insures  the  Uvea 
of  the  partners.  It  does  this  because  it  realizes  that  the  death  of  a  mem- 
ber of  the  firm  may  cause  considerable  inconvenience  and  expense,  and  in 
some  cases  a  great  loss  to  the  business.  Accordingly,  a  life  insurance 
policy  is  taken  out,  payable  to  the  remaining  partners  upon  the  death  of 
any  one  of  them.  The  policy  may  be  a  blanket  poUcy,  insuring  all  the 
partners,  or  a  separate  policy  for  each  partner. 
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In  any  case,  the  premium  of  such  a  policy  is  paid  out  of  the  partnership 
cash.  At  the  end  of  the  third  year — in  some  cases  at  the  end  of  the 
second  year — the  policy  has  a  cash  surrender  value  which  is  specifical^ 
stated  in  the  policy  and  increases  in  value  each  year.  That  is,  if  the 
partnership  should  decide  to  drop  the  policy  at  any  time  after  the  second 
or  third  year,  the  insurance  company  agrees  to  refund  a  certain  amount 
of  cash  on  the  policy. 

The  important  point  to  consider  is  this:  Just  as  soon  as  the  policy 
begins  to  have  a  cash  surrender  value,  this  amount  should  be  brought  on 
the  books  as  an  asset.  The  cash  surrender  value  is  like  an  accounts  receiv- 
able, since  it  is  an  account  due  the  company.  For  the  first  two  or  three 
years,  however,  until  the  policy  has  a  realizable  cash  value,  the  premium 
should  be  charged  off  as  an  or(Onary  operating  expense. 

A  Typical  Oise.  The  firm  of  Adams  &  Smith  took  out  a  $2,000.00 
policy  on  January  2, 1918,  for  each  of  the  partners.  The  annual  premium 
amounts  to  $120.00. 

When  the  policies  were  taken  out  and  the  first  premiums  were  paid,  the 
following  ent^  was  made  in  the  cash  book  and  posted  to  a  Partnership 
Insurance  Expense  Account. 

CASH  DISBURSOIENTS  BOOK 


Dati 

L.F. 

Account  to  Be  Dmitbd 

Dbtaiu 

TOTAU 

Jin.  1  3 

P»rtner«hip  InBurtnce 

I130Im 

1 

Pabtn^hif  Ihbuhance  (Expbnbb  Accdttnt) 


iJtii.      SCaab 


At  the  end  of  the  year  1919  when  the  books  are  closed,  the  Partnership 
Insurance  Account  is  closed  into  the  Profit  and  Loss  Account,  since  the 
insurance  premiums  have  been  an  expense  for  the  year.  The  premiums 
for  1920  and  1921  are  handled  in  exactly  the  same  way,  namely,  as  general 
or  administrative  expense  for  the  period. 

On  January  2, 1922,  however,  the  policy  has  a  cash  surrender  value  of 
?100.00.  In  other  words,  a  new  asset  has  come  into  existence  and,  there- 
fore, should  be  recognized  on  the  books. 

The  accountant  accordingly  makes  the  following  adjusting  journal 
entry: 
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When  this  debit  is  posted  a  new  asset  accoant,  entitled  "Life  Insurance, 
Cash  Value"  comes  into  the  books  and  will  be  included  among  current 

assets  on  the  balance  sheet. 

On  January  2,  1923,  when  another  premium  of  $120.00  is  paid,  the 
entry  in  the  cash  book  should  be: 

CASH  DISBURSEMENT  BOOK 


Date 

L.F. 

ACCOCNTB  TO  Bb  DbBITED 

Dbtails 

Totals  | 

im 

J*n. 

3 

Lift  lBenr»iic«— Cash  Tslm 
idBlnlatrttiva  Ezptnst 

4 

An  important  question  arises  here:  "Why  is  this  $120.00  premium  dis- 
tributed, $90.00  to  Life  Insurance  Cash  Value  and  $30.00  to  Administrative 
expense?" 

This  distribution  is  made  for  the  following  reason:  The  cash  surren- 
der value  at  the  end  of  1923  will  be  $190.00,  as  stated  in  the  policies.  As 
we  already  have  $100.00  set  up  in  the  Life  Insurance  Cash  Vdue  Account, 
we  simply  charge  enough  to  the  Asset  Account,  namely  $90.00,  to  bring 
the  batance  up  to  the  proper  amount,  $190.00.  The  balance  of  $30.00 
should  be  changed  off  as  a  regular  expense.  If  the  total  premium  of 
$120.00  were  charged  to  the  Asset  Account,  the  asset  would  be  overstated. 

In  order,  therefore,  to  avoid  overstating  the  Life  Insurance  Cash  Value 
asset,  only  $90.00  is  charged  to  it.  Accountants  are  usually  conservative 
and  rightly  so.  They  hesitate  to  overstate  the  value  of  any  asset.  The 
principle  iUustrated  here  is  applicable  to  many  other  accounting  problems, 
and  should  be  thoroly  grasped. 

In  case  one  of  the  partners  dies  while  such  a  policy  is  in  force,  the 
money  received  from  the  insurance  company  will  be  debited  to  Cash. 
Enough  is  credited  to  the  Partnership  Insurance  Account  to  close  it,  and 
the  balance  is  divided  among  the  surviving  partners  on  the  same  basis  as 
profits. 

If  the  insurance  policy  does  not  specify  that  the  money  is  payable  to 
the  surviving  partners,  it  may  be  correctly  considered  as  payable  to  the 
partnership.  Otherwise  the  estate  of  the  deceased  will  share  the  insur* 
ance  money  with  the  surviving  partners  as  stated,  in  the  policies.  This, 
however,  is  usually  not  the  intention  at  the  time  of  taking  out  the  policy. 

IMPORTANT  POINTS  IN  THIS  ASSIGNMENT 

In  this  Assignment  you  have  become  familiar  with  the  accounting 
procedure  for  partnerships,  especially  on  two  main  points: 

1.  The  Formation 

2.  The  Operation 

When  a  partnership  is  formed,  several  important  foets  must  be  con- 
sidered t^  the  accountant: 


A«'*«»W^  ^f-jJ^Higlc 


First — The  contract  or  agreement  (Note  standard  form  in  Figure  1). 

1.  The  amonnts  of  cash  or  other  assets  invested. 

2.  The  distribution  of  profits  and  losses. 
S.  Interest  on  investment. 

4.  Interest  on  withdrawals,  etc 
Second— The  conditions  under  which  the  partnership  is  organized. 

1.  When  each  partner  makes  an  original  investment. 

2.  When  a  partner  is  admitted  to  an  established  business. 

3.  When  two  or  more  proprietorships  form  a  partnership. 
Third — 1.  Closing  entries  on  books  of  concerns  forming  a  partnership. 

2.  Opening  entries  on  books  of  new  partnership. 

When  the  newly  formed  partnership  begins  to  operate,  adjustments 
should  be  made  for  the  foDowing: 

First — Distribution  of  profits  and  losses. 

1.  Based  on  original  investment. 

2.  Based  on  net  investment. 

3.  Based  on  average  investment  (dollar-month  method). 
Second— Use  of  drawing  accounts. 

1.  For  withdrawals. 

2.  Salaries. 

Third — Adjustments  for  interest  on  capital  and  drawings. 

1.  Calculation  of  interest.  - 

2.  Entry  of  interest  in  the  accounts. 

Fourth — Adjustment  of  the  Partnership  Insurance  Account  to  carry 
the  (Tash  Surrender  Value  as  an  asset. 

In  your  next  assignment  you  will  learn  how  a  partnership  is  dissolved, 
and  what  entries  are  necessary  on  the  books.  Spedal  forms  of  partner- 
ships will  also  be  presented  such  as  Joint  Ventures. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  18 

After  reading  the  assignment  carefully,  prepare  solutions  for  all  the 
following  problems.  The  first  five  problems  give  you  an  opportunity  <^ 
handling  the  accounts  for  one  firm,  just  as  effectively  as  if  you  were  work- 
ing right  in  their  oflSce. 

1.  Prepare  the  opening  journal  entries  at  the  organization  of  the  new 
firm,  Stone  &  Thomas.  Use  the  data  contained  in  the  Articles  of  Agreement 
as  shown  on  the  next  page  with  this  additional  information:  Mr.  Stone's 
books  showed  accounts  due  him  as  follows:  H.  R.  Smith,  $354.00;  M.  T. 
Krause,  $1,200.00;  R.  C.  Mentor,  $2,000.00;  B.  C.  Thorn,  $310.00.  He  owed 
Diemer  Hardware  Company  $1,000.00;  Brown  Mercantile  Company, 
$800.00;  National  Clothing  Company,  $550.00.  Mr.  Thomas'  books  showed 
accounts  due  as  follows :  Mr.  R.  Blake,  $140.00 ;  R.  S.  Tniax,  $850.00 ;  B.  M. 
Stein,  $750.00;  B.  A.  Kuper,  $600.00.  These  accounts  were  outstanding: 
A.  M.  Bowen,  $1,000.00;  D.  C.  Coulter,  $160.00;  0.  S.  Ellis,  $50.00. 

2.  Mr.  Stone  receives  his  monthly  allowance  of  $160.00.  In  addition, 
he  withdraws  on  February  16,  $750.00  in  cash  for  his  personal  use.  This 
is  returned  with  interest,  June  1.  Set  up  Mr.  Stone's  Drawing  Account  as 
it  will  appear  on  June  1.    Figure  interest  on  the  exact  number  of  days. 

8.  The  net  profit  of  the  firm.  Stone  &  Thomas,  is  $6,000.00  for  the  year. 
Show  entry  to  apportion  the  net  profit. 

4.  The  Partnership  Insurance  Account  on  the  books  of  A,  B  &  C  has  a 
balance  on  Jan.  1,  1922,  of  $1,360.10.  On  December  Slj  1922,  the  cash 
surrender  value  amounts  to  $1,527.60.  The  annual  premium  for  the  year 
1922,  amounting  to  $268.50  Is  paid  January  15. 1922. 

1.  How  much  should  be  charged  to  the  Partnership  Insurance 
Account? 

2.  How  much  to  the  Administrative  Expense  Account? 

6.  Profits  and  losses  are  shared  equally  in  the  partnership  of  A,  B  &  C. 
It  is  found  that  interest  on  the  average  investment  for  the  year  1921  is  as 
follows:  A,  $200.00;  B,  $800.00;  C,  $100.00.  Make  the  necessary  journal 
«itries  to  adjust  the  inta*est,  (a)  When  the  transaction  is  carried  thru 
the  E'roflt  and  Loss  Account,  (b)  using  the  partners'  drawing  accounts. 


':.».?vs''^ 


AKTICIJB  (g  COPmmfiHIP  FOB  THB  taH  OF  B10MB  t  TBmta 


I  iBto  Um  .44^      day  of&wu^lKl, 


aslnaai  to  b*  looatad 


b7  ml  toMMoJuV.  J^fM.   at  tin 


for  >  parlad  of  yo  ftr*   froa  data,  thsir  plan*  jirbaBliiaa 

SBCORDi  To  that  and  and  varcoaB  3>'4,rhi-SXPtii.      |ua  oontrlbtitad  Cttfi' , 

^dV<*>iS  /Cm(^mM/J,  J4^.«0,-*>«t  AfM^M^,/. .  _^  - 

£{U*uL4KMI^  //,«-<<«.«#,  <CU&/i:tlH    M^AM'Vb^  I    :^,A.    /VyAM      '/.Ptf-Of, 

iS^tfit^  fa.tt4^&.  f  /jieo.M        to  b«  tuad  and  aKiui]r«d  in  ooBnon  batvaan 
tboo'for  the  afipport  and  Baiiac««ant  of  tha  aald  biuliwai  to  tbsir  ncbual  'b« 


.-aL£^'/1,»i*.e»,  i&M?^i».'Ar«..i*,  »M^tf.X.*»Jg^. 


FOOKIBi     laitliar  of  tha  partoara  ah«U.  baooma  ]4tdoraar  or  aeourltx  In  an^ 
aaDsar  for  anjr  otbor  paraoa  unlasi  ilia  oonamt  thorato  of  hla  oopartnar  ahaU 
ha-**  tean  flrat  oHalnad  la  artttnc. 

FinH]     Thar*  ahall  ba  kapt  at  all  tiaea  durloE  tli«  aontlnnABoa  or  Itelr  00- 
partncrablf  parfaafe,  Jnat,  and  tma  bookm  of  aaooimt  ^dob  ihall  ba  aooaaalbla 
to  both  partnara  at  all  tlsM* 

EIZTHi     The  books  aholl  ba  balanoad  at  tita  oloaa.  of  bnalnaaa  on  Uia  thirtjr- 
firat  da7  of  ttowJw-  In  aaoh  year,  and  tha  proflta  and  loaaea  dwll  ba  alMrad 
aqnall]'  between  aald  partnarai 

BtVSNTHt     Saoh  of  tha  partlaa  ngr  drair  fna  tba  oaah  of  tba  flm  Um  ana  of 
flutjU^rut'ttC  vM^  if^  ^fe       dollars  a  nanth,  for  hla  o«q  use,  the  aana  to  bo 
eharced  on  oMOuftt,  and  aaithar  of  than  shall  take  anj  fnrbhar  am  for  hia 
aeparata  vsb  vlthout  tha  aonaaiit  of  the  other  In  writing;  uj  further  nas  ao 
takan  shall  dm  Intarast  at  tha  rate  of  b   per  oant,  snl  shall  ba  payable  ts- 
(•thai*  with  tha  Interest  doa,  within  -  tB  -  daya  after  notloa  in  vritin|  glTan 
by  tlM  ether  par^« 

BIOTBi    Iben  the  flm  shall  be  dissolved  all  debts  ahall  be  p«ld|  a  trta,  Jwt, 
and  final  aooount  ahall  ba  Bade,  and  tha  balanoe  ahall  ba  dlTidad  aqoally  bsbwiau 

tbo  partnora. 


r  handa  and  aeals  thla 


ytW    day  of  Jmmma^uA/. 


Fastmbship  A(Binnm 

Elmire  1.    TUb  form.  In  addition  to  giving  yoo  a  good  idea  of  the  exact  natara  of  a 

partnership  agreement,  also  contains  facta  and  llgurea  which  are  noceMary  to  tba 

Bolntion  of  the  problems  vltb  this  aarignment 
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Assignment  19 

PARTNERSHIP  ACCOUNriNG- 
DISSOLUnON  PROBLEMS— JOINT  VENTURES 


IT  is  not  amiss  to  point  out  that  the  possession  of  a 
good  ground  work  in  accountancy  is  a  distinct  asset 
of  increasing  importance  for  one  desiring  to  reach  impor- 
tant  executive  positions. 

W.  S.  CARPENTER 


LaSalle  Extension  University 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  coarse. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighto: 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regrularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  General  Ledger 

4.  Closing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Jonmal  Entry 

7.  The  Cash  Journal 

8.  Merchandise  Records — The  Purchase  and  Saies  Journals 

9.  Subdivision  of  the  Ledger 

10.  Coloninization 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectible  Accounts 

18.  I^irtnership  Accountii^ — Formation — Operation 

19.  I^tnership  Accounting — Disscdution  ProUems — Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21.  Corporation  Accounting — Reorganizations — Mekgers 

22.  The  Voucher  System 

23.  Factory  Accountino — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements — General  Review 


Copyright  1922 
All  Rights  Reserved  in  All  Camttrief 
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PARTNERSHIP  ACCOUNTING 
DISSOLUTION  PROBLEMS-^OINT  VENTURES 

From  your  study  of  the  precedinj:  assignment  you  should  now  be 
able  to  handle  the  books  of  a  partnership,  at  least  as  far  as  its  forma- 
tion and  operation  are  concerned. 

But  suppose  that  for  some  reason  or  other  the  firm  is  dissolved. 
Could  you  close  the  partnership's  books  correctly  and  give  an  intelli- 
gent accounting  to  the  partners?  Unless  you  can  do  this  your  knowl- 
edge of  partnership  accounting  is  incomplete.  This  assignment  is  in- 
tended to  give  you  by  way  of  illustration  the  fundamental  accounting 
problems  that  arise  at  the  time  of  dissolution. 

Since  a  partnership  rests  upon  a  contract  between  individuals,  its 
life  is  limited.  The  problem  of  dissolution  must  sooner  or  later  be  {riven 
attention.  Disputes  may  arise,  business  may  be  unprofitable,  partners 
may  die  or  withdraw,  new  partners  may  be  admitted,  or  the  business 
may  find  it  desirable  to  incorporate  and  acquire  more  capital;  any  one 
of  these  conditions  may  cause  the  partnership  to  be  reorganized  or 
cease  to  exist. 

For  example,  some  of  the  large  businesses  of  to-day  originally  started 
as  partnerships,  but  because  of  the  need  for  additional  capital  were  re- 
organized or  sold.  This  was  true  in  the  case  of  the  Cluett  Peabody 
Company,  which  operated  as  a  partnership  until  1901.  The  Hart  Shaffner 
Marx  company  also  developed  out  of  a  partnership.  Kaufman's  Depart- 
ment Stores,  Inc.  of  New  York  grew  out  of  an  original  partnership. 
Many  other  similar  cases  might  be  cited. 

Perhaps  in  your  own  community  you  will  find  partnerships  that  have 
been  reorganized  or  discontinued  for  one  reason  or  another.  In  either 
case  a  final  settlement  was  necessary  so  that  each  partner  might  re- 
ceive his  proper  share. 

To  handle  properly  the  problems  that  usually  arise  in  case  of  dis- 
solution the  accountant  should  first  of  all  consider  three  things: 

1,  The  caases  of  the  dissolution. 

2.  The  provisions  for  dissolution  specified  in  the   partnership 


S.    The  reqnirementa  of  ttie  partnership  law. 

Causes  of  DJssdntion.  To  determine  the  cause  of  the  dissolution  each 
ffltnation  must  be  analyzed.  In  one  case  the  partners  may  agree  to  dis- 
solve. That  is  a  voluntary  dissolution.  In  another  case  the  creditors 
may  force  a  dissolution.  Such  a  case  would,  be  called  an  involuntary 
diasfdution.  Ordinarily  one  or  more  of  the  following  conditions  will 
cause  a  partnership  to  dissolve: 

NHA-19 
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VOLUNTABT 

1.  WiQidrawa]  of  a  partner. 

2.  Sola  of  a  partnership  or  incorporation. 
S.    Hntoal  i 


(b)  Mutual  dlsagreonant. 

(c)  Admiaalon  of  a  naw  partner. 

INVOLUNTAKT 

4.  DeaUi  of  a  partner. 

5.  Bankruptcy  of  partnership  or  bankruptcy  of  one  of  the 


Provisions  for  Dissolntiwi  in  the  Terms  of  the  Agreement.  The  sec- 
ond important  thin^r  to  consider  is  the  partnersliip  agreement.  This 
agreement  usually  makes  some  provision  fcv  dissolution,  in  some  cases 
more  fully  than  in  others.  Among  other  things  it  may  include  the  fol- 
lowing provisions; 

1.  Time  at  which  the  partnerehip  is  to  terminate. 

2.  How  the  assets  shall  be  disposed  of  upon  dissolution. 


4.    What  value  should  he  placed  on  goodwill  upon  ttie  deatii  or 
withdrawal  of  a  partner? 

The  more  spedflc  the  agreement  is  on  such  pconts,  the  less  dI£Bcnlty 
will  the  accountant  have  in  making  the  final  adjusting  entries. 

Retiidremaits  of  Partnership  Law.  The  third  element  that  enters 
into  dissolution  problems,  especially  in  the  case  of  liquidation,  is  the  re- 
quirements of  the  law  as  to  who  has  first  claim  on  the  assets.  The  law 
usually  pre8cril>es  that  claims  on  the  partnership  should  be  satisfied, 
in  the  following  order: 

1.  Creditors'  claims  to  be  paid  first 

2.  Advances  or  loans  by  partners  to  be  p^d  next. 
8.    Capital  repaid  to  partners. 


Since  the  adjusting  entries  must  conform  to  these  legal  require- 
ments, it  is  desirable  that  the  accountant  have  a  reasonably  good  kno^- 
edge  of  partnership  law. 

ENTRIES  FOR  DISSOLUTION  OP  PARTNERSHIPS 

Naturally,  every  partnership  dissolution  presents  different  conditions; 
in  other  words,  a  different  problem.  FYom  an  accounting  viewpmnt, 
however,  there  are  certain  features  that  are  more  or  less  common  to  all 
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dissolutions.  As  a  result,  partnership  dissolutions  can  be  classified  intu 
two  general  groups: 

I.    Cases  In  which  the  business  Is  continued  after  digsolntion. 
n.    Cases  in  which  the  business  Is  liquidated 

The  dissdution  of  a  partnership,  therefore,  does  not  necessarily  mean 
that  the  business  conducted  by  it  is  entirely  sus^nded  or  closed  out. 
Far  example,  in  cases  under  I,  the  business  is  contmued,  but  the  owner- 
ship ia  slightly  or  completely  changed.  In  fact,  this  is  the  case  in  the 
majority  of  partnership  dissolutions.' 

First,  we  shall  consider  those  dissolutions  in  which  liquidation  does 
not  take  place,  which  belong  to  group  one. 

1 .    Dissolutions  Without  Liquidation 
A  partnership  may  dissolve  without  liquidation  under  the  following 
conditions: 

1.  When  a  partner  withdraws  or  dies 

2.  When  a  new  partner  is  admitted. 
8.    Wh«)  a  partnership  is  sold. 

4.    When  a  partnership  is  incorporated. 
For  each  of  these  cases  we  shall  present  an  illustration. 

1.    Partnership  Dissolved  by  the  Withdrawal  of  a  Partner.    Under 

this  situation  one  or  more  partners  may  withdraw,  the  others  remain, 
and,  reorganizing  into  a  new  partnership,  proceed  with  the  business  op- 
erations, as  was  the  case  in  the  following  situation. 

The  partnership  of  A.  Rainey  &  Sons  is  dissolved  because  the  senior 
partner,  A.  Rainey,  withdraws  on  June  30,  1922.  The  two  sons,  Ben  and 
Carl,  form  a  new  partnership,  conducting  the  business  under  the  name 
Rainey  Brothers.  Ben  and  Carl  each  invest  enough  cash  in  the  new 
partnership  to  have  an  equal  net  share  in  the  concern,  which  is  to  be 
capitalized  at  $8,000.00.  The  balance  sheet  of  A.  Rainey  &  Sons,  on 
June  80,  1922,  was  as  follows: 

A.  RAINEY  &  SONS 
Balance  Sheet,  June  80,  1922 


kattti 

GtJk 

Iceouti  B*e«lT*bl«  .... 

loue  B*c«l*>blt 

Htrehtndli*  XBTtnUTr  .   .   . 

BiiUisB 

Im4. 

.   .1      B60.0( 
.   .     3,500  « 
.   .    3,300.0( 
.   .     3,IS0.(H 
.    .     8.000. 0( 
.   .    1.000.0( 

Li«biliti8> 

AccODDta  PiTablt  .   . 

A.  B»iner,  CtpiUl  . 

plna  Dnving  i/c  . 

Ban  Biiner,  Ctpilal. 
laaa  DrtiiDg  a/c  . 

Ctrl  Balna;.  Capital 
leaa  Drawing  a/c  . 

and  CapiUl 

!h, 300.00 
.      SOO  00 

.13,400.00 
.      S30.00 

S  1,300.00 

B,T0O.00 

3  080.00 
3.130  00 

.13,400.00 
310.00 

111. 100.01 

iii,ioo:do 

),Cooglc 


Since  this  busioess  is  to  be  continued,  the  same  set  of  books  will  be 
used.  Two  of  the  three  partners'  Capital  Accounts  will  remain  on  the 
books.  You  wilt  note  that  A.  Rainey's  Drawing  Account  has  a  credit 
balance,  probably  because  he  left  a  part  of  his  share  of  the  profits  in  the 
business.  The  capital  of  the  two  sons,  however,  has  been  drawn  asainat, 
as  shown  by  the  debit  balances  in  their  Drawing  Accounts. 

The  necessary  steps  are: 

1.  Close  all  the  drawing  accoonts. 

2.  Close  A.  Barney's  Capital  Aecoant. 

S.    Show  the  additional  cash  inT«sted  by  the  remaining 
partnera. 


I  80,  1922  A.  Rainey,  Drawing 


.t   MOM 
Rainey,  Capital  %   9004W 


Closing  Drawing  Into  Capital  Account 


Goaing  Drawing  into  Capital  Acconnt 


Closing  Drawing  Into  Capital  Account 


Closing  A.  Rainey's  Capital  Account  ai 
he  withdraws  from  the  business  and  is 
paid  for  his  Interest  by  a  note  of  the 


Ben  and  Carl  contributing  cash,  as  addi- 
tional Investment,  to  bring  total  to 
$8,000.00,  ead)  having  U  in^rest. 

If  A.  Rainey  had  been  paid  in  cash  or  some  other  f<nin  of 
such  property  account  would  have  been  credited  instead  of 
Payable  Account. 

After  the  dissolution  of  the  old  partnership  and  the  formation  of  the 
new  firm  the  balance  sheet  of  Rainey  Brothers  would  sppear  as  IcSUyvm 

RAINET  BROTHERS 
Balance  Sheet,  July  1, 1922 


Caib 

Icconnti  BtctlTibla  .... 

.   .g  i, 880.00 

.  .   a. 800.00 

.   .    3,300.00 

Liibilltiai 
icconnu  PtyibU.   .   . 

nl  Cplul 

t  l.SOO.OO 

Btn  Kiincj,  CiplUl  . 
Ctrl  Btinaj,  CifiUl. 

4,ooe.oo 

4.000. OO 

Htrelttnilat  lovtotorr  .   .   . 

.   .    3.180.00 
.   .    3.000.00 

SH.tOO.OO 

n4,Mo.gQ 
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The  same  procedure  would  be  followed  should  a  partner  die.  In 
such  a  case,  the  old  partners  must  make  settlement  with  the  estate  of 
the  deceased. 

2.  Partnership  Dissi^ed  by  Admitting  New  Partner.  Before  a  new 
partner  is  admitted  the  old  ptutnership  must  be  dissolved.  In  winding 
up  the  affairs  of  the  old  partnership  the  same  books  will  usually  be 
retained  for  the  new  partnership,  since  the  business  is  to  be  continued. 
Adjustments,  however,  must  be  made  in  the  Capital  Accounts  of  the 
partners  that  remain  in  the  business,  and  new  Capital  Accounts  set  up 
for  the  incoming  partners  in  accordance  with  the  new  partnership  agree- 
ment. 

When  a  person  is  admitted  into  a  going  partnership,  several  possi- 
bilities may  arise,  depending  on  the  agreement. 

(a)    Th«  Bftw  partner  may  buy  an  interest  in  tlie  buBtnesa  by  paying  the  partners 


(e)     The  new  partner  may  bay  an  Interest  In  the  profits  of  the  business, 
(d)    Hie  new  partner  may  buy  an  Interest  in  the  goodwill  of  the  concern. 

Problem  (a).  Bnyiiur  an  Interest  in  a  Partnership  by  Paying  Partners 
on  the  Side.  White  and  Smith  have  conducted  a  partnership  for  several 
years.    On  December  31,  1921,  their  balance  sheet  appeared  as  follows: 


WHITE  &  SMITH 
Balance  Sheet,  Dee.  81,  1921 

ilM,66o.oo 

IIM.OM.M 

1100,000.00 

The  firm  offers  to  seU  Brown  a  14  interest  in  the  partnership  for 
¥50,000.00.  to  be  paid  on  the  side,  1^  to  White  and  ^  to  Smith.  Brown 
accepts  the  offer.    How  would  the  Capitid  Accounts  appear  after  his 


Scdution:  Since  Brown  pays  the  f 50,000.00  to  the  partners  them- 
selves and  not  into  the  business,  no  entry  is  noade  for  the  cash  received. 
Therefore,  the  assets  will  be  no  larger  after  the  new  partner  is  admitted 
than  before,  as  shown  by  the  following  balance  sheet: 


WHITE,  SMITH  A  BROWN 
Balance  Sheet,  January  1,  1921 


Svndry  A»«t> 1100,000.00 


Uhite,  CapiUl t  ST.NW.OC 

Saith,  CiplUl 37. GOO. 00 

BrowD,  CtpiUl IS, 000, 00 


'  "•^•?»?glc 


As  stated,  the  agreement  provides  that  Brown  is  to  have  a  ^  interest 
in  the  business.  The  total  capital  is  $100,000.00,  hence  Brown  is  credited 
with  $25,000.00.  The  remaining  $75,000.00  capital  is  equally  divided 
between  White  and  Smith,  as  shown  by  the  adjusting  entry: 


-$12^00.00 
-  12,600.00 

$26,000.00 


To  record  Brown's  admiasion  into  the 
partnership  and  adjust  old  partners' 
capital  accordinjT  to  the  agreement. 
Some  accountants  prefer  to  set  up  goodwill  as  an  asset  on  the  part- 
nership books  before  closing.     The  reason  they  give  is  that  the  sale  of 
a  Vi  interest  for  $50,000.00  is  equivalent  to  vaJuing  the  new  business  at 
$200,000.00.     In  other  words.  White  and  Smith  are  selling  something 
besides  tangible  assets;  namely,  goodwill.    The  old  capital  was  $100- 
000.00;  the  new  capital  is  to  be  $200,000.00.    This  excess  of  $100,000.00 
would,  according  to  their  method,  be  brought  on  the  partnership  books, 
before  dissolution,  as  an  asset,  by  the  following  entry: 

December  31, 1921  Goodwill  *100,000.00 

White,  Capital $50,000.00 

Smith,  Capital 50,000.00 


The  chief  objection  to  this  method  is  that  the  assets  are  inflated  from 
$100,000.00  to  $200,000.00  by  arbitrarily  setting  up  goodwill.  If  the 
goodwill  represents  a  real  value — such  as  the  name  of  a  business,  an 
established  trade,  or  other  advantages— then  there  would  be  no  objection 
to  setting  up  goodwill.  Ordinarily,  however,  goodwill  should  not  be  set 
up  on  the  books  as  an  asset  unless  it  represents  the  purchase  of  some 
such  intangible  value.    Such  is  not  the  case  in  the  original  partnership. 

The  situation  here  is:  White  and  Smith  sell  Vi  interest  in  the  busi- 
ness, $25,000.00  worth  of  capital  for  $50,000.00,  none  of  which  is  brought 
into  the  business.  White  and  Smith  each  receive  $25,000.00  cash.  The 
investment  in  the  business  after  the  new  partner  is  admitted  is  exactly 
what  it  was  before,  and  should  so  appear  on  the  balance  sheet. 

Problem  (b).  Buying  a  Share  in  a  Partnership  by  Making  an  Invest- 
ment. Suppose  that  Brown,  in  the  problem  given  above,  paid  his 
$50,000.00  into  the  business  instead  of  to  the  partners  individually.  How 
would  the  Capital  Accounts  appear? 

Solution:    The  dissolution  entries  will  be  made  as  follows: 
December  81, 1921  Cash   . 


To    record    inyestment    by    Brown. 


Brown,  Capital ..._ $12,600.00 

White,  Capital $6,260.00 

Smith,  Capital :^i- 6,260.00 

To  adjust  the  Capital  Accounts  so.  that 
Brown  will  have   U   interest  in  the 
-bnsiBees. 
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These  adjusting  entries  when  posted  will  cause  the  balance  sheet  of 
the  new  Ann  to  appear  thus: 

WHITE,  SMITH  A  BROWN 
BaUncs  Sheet,  Decanber  SI,  1921 


SundiT  liMU 

Ciih 

iM.bbToo 

U,CiOO.OD 

vhn<=.  e.piul  .... 
Smith,  C»piul  .  .  :  . 

k  tiMM 

88,250. DO 

•IGO.DOO.OO 

IISO.000.00 

Note  how  this  problem  differs  from  problem  <a).  In  (a)  the  new 
partner  buys  an  interest  in  the  business  without  making  an  investment 
in  the  business.  In  (b)  the  partner  buys  an  interest  in  the  business  by 
contributing  additional  investment. 

ProUem  (c).  Baying  an  Interest  In  the  Prints.  Assume  that  Brown, 
of  our  problem,  by  investing  his  150,000.00  in  the  business,  is  to  receive 
merely  a  ^4  interest  in  the  profits.  How  would  the  Capital  Accounts 
appear? 

The  following  entry  would  be  necessary: 
December  81, 1921  Cash   . .?50,000i» 


To  record  Bnnni'a  Capital. 
The  balance  sheet  of  the  new  firm  now  stands  as  follows: 


WHITE,  SMITH  «  BBOWN 

Sondrj  AM«t«.   .   . 

Cttb 

Vhite,  Cipitil  .... 
Snith.  C»pit»l   .... 
Brown,  C»piWl   .... 

...    .1  60,000.00 
....     50,000.00 
....     50.000.00 

tlGO,000.00 

■150,000.00 

Thus  Brown,  by  paying  in  $50,000.00,  is  to  receive  a  ^,  Interest  in  the 
profits.  The  other  two  partners  will  receive  the  remaining  %,  of  the 
profits,  or  %  each. 

Brown,  however,  holds  a  ^  interest  in  the  firm's  assets,  since  he  is 
credited  with  $50,000.00.    Distinguish  clearly  between  the  two  ratios: 


Profit  and  Loss 
Sharing  Ratio 

% 

'A 

Interest 
in  Assets 

Smith 
Brown 

1 

ProUem  (d).  Baying  an  Interest  in  the  GoodwiK.  Alston  and  Baker 
an  puiners,  sharing  profits  and  losses  equally.  Alston  invested 
$15,000.00  and  Baker  $10,000.00.    On  December  SI,  1921,  Coleman  waa 
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asked  to  join  the  partnership,  because  of  his  credit  standing.  He  was  too 
busy  to  give  much  of  his  time,  so  he  came  in  on  the  understanding  that 
he  invest  $3,000.00  and  receive  a  Yg,  interest  in  the  goodwill.  This  prac- 
tically meant  that  he  would  share  in  the  profits,  and  in  case  of  dissolu- 
tion his  claim  would  be  limited  to  the  profits  that  he  would  have  left  in 
the  business.  In  other  words,  his  investment  would  not  count  in  case 
of  dissolution.  How  would  Coleman's  investment  of  $3,000.00  be  handled 
on  the  books,  and  how  would  the  Capital  Accounts  stand  after  he  was 
admitted  T 


Solution: 

facts: 


The  following  adjusting  entries  will  be  made  to  show  the 


Coleman,  Capital  -^~..-. 

To  record  Coleman's  investment. 


Coleman,  Capital  .. 
Alston,  Capital  .. 


To  record  the  profit  from  the  sale  of 
^  interest  to  Coleman. 

After  these  entries  are  posted  the  Capital  Accounts  will  appear  thus: 


Aliton 

Baker 

Colnu 

•15,000.00 
1, BOO. 00 

•10,000.00 
l.SOO.OO 

•3,000.00 

Invattaant  dlatributsd 

Capittl  Account  Balinca* 

•le.soo.oo 

•11,900.00 

•3,000.00 
8,000.00 

•16,900.00 

•11,900.00 

The  point  here  is  that  the  Capital  Account  balances  are  unequal;  in 
fact,  Coleman  has  nothing  to  his  credit,  but,  even  so,  the  three  partners 
share  profits  and  losses  equally. 

3.  When  a  Partnership  Is  Sold.  Now  take  the  case  of  a  partnership 
sale.    A  partnership  may  be  sold  under  three  conditions : 

(a)  For  an  amount  exactly  equal  to  its  net  north 

(b)  For  more  than  its  net  worth. 

(c)  For  less  than  its  net  worth. 

(a)  First  we  shall  consider  the  case  of  a  partnership  that  is  sold 
exactly  for  its  net  worth.  Assume  that  on  December  31.  1921,  the  firm 
of  Blackstone  &  Whitemore  sells  its  business  to  the  Crane  Tool  Works  for 
$150,000.00,  cash  to  be  paid  on  January  31,  1922.  The  partnership's 
balance  sheet  appears  as  follows: 
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BLACKSTONE  &  WHTTEUORE 
Balance  SliMt,  December  81,  1921 


Aai*ta  

'.IBTB.OW.'OO 

Li.biiiti..;.  .  .  — - "iiaB.Boo.w 

BUekit«ni,  CipltallUO.OOO.OO 

Laia  Driiing.  .   .   .    30,000.00      100,000.00 

Whitnon,  CipiUl.t  80,000.00 

L»«i  Dniini.   .   .   .    SO.OOO.OO        60,000.00 

•675,000.00 

SeTI ,000.00 

SolatJon:    First  of  all.  we  will  detormme  the  net  worth. 
Second,  we  will  close  the  accounts  of  the  partnership. 
The  net  worth  here  is  determined  thus: 
ABsetB,  f  675,000.00— liabilities,  $526,000.00  =  Net  Worth,  $150,000.00 
The  closing  entries  are: 


WMtemore,  Capital __ 

Whitemote,  Drawini^  Accoant 

To  close  Whitmore'a  Drawing  Ac- 
count into  his  Capital  Account. 

Cniu  Tool  Work*  W76,OO0J>0 

Sundry  Assets  $676,000.00 

Cbarsing  vendee  with  assets  sold 
ana  closing  the  asset  accounts. 


Crediting  vendee  with  the  liabili- 
ties assumed  bv  them  and  dosing 
the  liability  accounts. 


Jwnunr  SI,  1922    Cash 


Crane  Tool  Works  _ 


January  81,  1922    Blackstone,  Capital  - $100,000.00 

Whitemore,  Capital  „ 60,000.00 

Cash  _  $160,000.00 


The  dosing  entries  for  the  sale  of  a  partnership  may  be  briefly  thu& 
summarized  &om  the  above  illustration: 

L    QoM  partners'  Drawing  Accounts  into  their  Capital  Aeconnta. 

Aadgnment  1^  ?«■•  f 

Digitized  by  CjOOQIC 


(a)  Debit  vendee  with  assets — credit  asset  accounts. 

(b)  Credit  vendee  witli  liabilities — debit  liability  accoonts. 

3.  Cloie  Vendee's  account  when  cash  is  received. 

(a)  Debit  Gash. 

(b)  Credit  vendee. 

4.  Close  the  Cash  Account  and  the  Partners'  Capital  Accounts,  when  cash  is  toned 
over  to  parbiers, 

(a)  Debit  Capital  Accoonts. 

(b)  Credit  Cash. 

(b)  The  second  case  to  be  considered  under  a  partnership  sale  as- 
sumes that  a  partnership  is  sold  for  more  than  its  net  worth.  Take  for 
illustration  the  same  problem  which  was  considered  under  <a),  with 
some  of  the  facts  changed  to  read  thus: 

The  Crane  Tool  Works  pays  the  firm  of  Blackatone  &  Whitemore  ?160,- 
000.00  instead  of  $160,000.00.  In  other  words,  the  vendee  (the  bayer) 
pays  $10,000.00  more  than  the  net  worth.  This  excess  represents  a  cap- 
ital profit  called  "Goodwill,"  which  must  be  credited  to  the  partna*s'  Cap- 
ital Accounts.  !How  much  each  partner  is  to  receive  win  depend  upon 
how  they  have  agreed  to  share  profits.  In  our  problem  it  ta  assumed 
that  the  partners  share  profits  equally. 

Here,  afirain,  there  are  two  ways  of  handling  this  profit. 

1.  Consider  the  excess  of  selling  price  over  net  worth  merely  aa  a  profit. 

2.  Set  up  the  excess  or  goodwill  as  an  asset  on  the  partnership  bocAs. 

Method  1.  Using  this  method  we  will  set  up  a  Bealization  and  Liqui- 
dation Account  and  make  the  following  entries: 

SI,  1921  Bealization  and  Liquidation. J^lSfiOOSiO 

Sundry  Assets  (closed  as  separate 

accounU)  — $676,000.00 

To  close  the  assets. 


Sundry  Liabilities  (closed  as  sepa- 
rate accounts)  - $526,000.00 

Realization  and  Liquidation $626,000.00 

To  close  the  liabilities. 


Crane  Tool  Works  . 


Kealization  and  Liquidation  .. 


Realization  and  Liquidation  ...._.._.$  lOJMW.OO 

Blackstone,  Capital  |    SjOOOM 

Whitemore,  Capital  6,000.00 

To  distribute  the  profit  equally  and 

elooe  the  Bealization  and  Liquida- 
Hon  Account. 
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After  posting  the  above  entries  and  closing  the  Drawing  Accounts, 
we  will  have  the  following  accounts: 

Realization  and  Liquidation 


BiUnt*  Ctrritd  to 
CtpiMl 


IB7B,000 
10,000 


Blflckatone,  Capital 


1921 

0,000  00|  D«c.  31    iDTettoent 

Profit  on  Silo 


Whltemore,  Capital 


■rnir 

I  80,000  OC    Dae.  31    InTestotat 

Profit  on  Sil* 


CnuM  Tool  Works 


Dec. 

31 

Roiliiition  ind 
LiquidattDD 

1160,000 

00 

1S31 

Three  of  the  above  accounts,  the  two  Capital  Accounts  and  the  ven- 
dee's account,  will  remain  open  until  the  cash  is  received  from  the  Crane 
Tool  Works,  January  31,  1922.  Then  the  following  debits  and  credits 
win  be  made,  and  the  accounts  on  the  partnership  ledger  are  closed. 


Jannary  81, 1922  Blackstone   Capital   

Whitemora,   Capital  ... 
Crane  Tool  Works  . 


...IIOS^OOJW 


65,000.00 


On  the  books  of  the  Crane  Tool  Works  the  ?10,000.00  excess  of  pur- 
chase price  over  net  worth  is  set  up  as  goodwill,  which  represents  an  asset. 
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This  is  proper  because  $10,000.00  has  been  invested  and  this  investmoit 
represents  an  asset. 

Method  2.    The  $10,000.00  profit  may  be  handled  in  another  way  on 
the  partnership  books;  namely,  by  setting  it  up  as  an  asset  before  dosing, 

thus: 


D«C6nbtf  81, 1921  Goodwill  . 


„.flO,000.00 


To  set  np  goodwill  as  an  asset. 
The  other  closing  entries  are  not  given  here  because  they  would  be  the 
same  as  mentioned  above.  Method  2  is  not  approved  by  some  account- 
ants, for  the  reason  that  goodwill  does  not  represent  an  actual  invest- 
ment, hence  it  should  not  be  set  up  as  an  asset.  It  is  merely  a  profit  to 
the  selling  partnership  and  should  be  so  handled.  To  the  Cr^e  Tool 
Works,  however,  it  does  represent  an  investment  and  should  properly 
appear  among  their  assets.  They  have  purchased  the  goodwill  by  invest- 
ing $10,000.00. 

<c)  Now  take  the  third  case;  namely,  when  a  partnership  is  sold  for 
less  than  its  net  worth.  If  Blackstone  and  Whitemore  sell  their  business 
to  the  Crane  Tool  Works  for  $140,000.00  they  will  suffer  a  capital  loss 
(^  $10,000.00.  The  situation  here  is  just  the  opposite  of  the  situation 
under  (b). 

The  loss  is  charged  equally  against  the  partners'  capital  thus: 

Veetasber  81, 1921  Blackstone,   Capital   *5,000.00 


,    ._, 6,000.00 

Beaiization  and  Liquidation flO.OOO.OO 

To  record  capital  loss  and  close  Real- 
ization and   Liquidation   Account. 

4.  Dissolution  of  Partnership  for  Purpose  of  Incoi^ratiiig.  When 
a  partnership  needs  more  capital  or  when  the  partners  wish  to  be  relieved 
from  the  personal  liability  in  connection  with  a  growing  business  they 
usually  decide  to  change  their  partnership  into  a  corporation. 

When  this  situation  arises,  the  accountant  has  two  things  to  do: 

1.  Close  the  books  of  the  partnership. 

2.  Open  the  books  for  the  corporation. 

Problem:  Knight,  Dickson,  and  Rayson  conduct  a  partnership.  They 
share  profits  and  losses  in  proportion  to  their  origin^  investment.  On 
June  SO,  1922,  they  decide  to  incorporate.  Their  balance  sheet  of  this 
.date  was  as  follows: 


KNIGHT,  DICKSON  &  RAYSON 
Balance  Sheet,  June  80,  1922 

Sundrr  Atset*.   .  . 

Sundry  Li.bilitie.   .   .   . 

Dickion,  CiplUl  .   .   . 
RajBOD,  CipiUl.   .   .   . 

....     BO, 000  DO 
....     30,000.00 

1200,000. to 

taoo. 000.00 
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The  new  corporatioii  Is  to  be  called  "Knight  &  Company."  It  is  to 
have  an  authorized  capital  stock  of  $200,000.00,  with  a  par  value  of 
$100.00  per  share.  All  this  stock  is  to  be  issued  and  divided  among  the 
partners  in  final  settlement  for  their  interests  in  the  partnership. 

Solution:    The  solution  of  this  problem  requires: 

1.  dosing  tbe  partnership's  books. 

2.  Opening  the  corporation's  books. 

Entries  to  close  the  partnership's  books. 


To  close  the  asset  accounts. 


Knight  &  Company  .. 


To  dose  the  liabilities. 


Enigfat  A  Company  Stock .1200,000.00 

KiSrtt  &  Company »16O,0OOJ» 

Capital  Profit  or  Goodwill— Bx- 

cesB  over  net  worth 40,0OOJ)O 


..f  40,000.00 

„     .    _ -._  9  20,000.00 

Dickson,  Capital,  5/16 _.  12,500.00 

Rayson,  Capital,  8/16 7,600.00 


Dickson 62,600.00 

Rayson  „ 87,500.00 

Capital  Stock $200,000.00 


The  entries  that  would  be  made  to  open  the  corporation's  books  are 
not  given  here,  as  you  have  not  had  entries  for  corporations.  These  are 
reserved  for  the  next  assignment. 

n.    DISSOLUTIONS  WITH  UQUIDA'HON 

In  the  problems  used  thus  far,  the  partnoi^hip  business  continues 
the  same  as  before,  only  under  new  management.  When,  however,  a 
partnership  dissolves,  and  the  business  is  discontinued,  we  have  the  addi- 
tional problem  of  liquidation. 

Partners  may  at  any  time  agree  to  dissolve  and  liquidate.  In  fact 
the  time  for  dissolution  may  be  stated  in  the  terms  of  agreement,  or 
they  may  find  that  their  business  is  unprofitable.  They  may  be  unable 
to  agree  further,  their  business  may  become  illegal,  or  they  may  find  it 
desirable  to  take  the  money  they  have  invested  in  the  partnership  and 
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put  it  into  some  more  profitable  enterprise.    In  any  case  liquidation  is 


Such  a  dissolution,  whether  voluntary  or  involuntary,  is  handled  by 
the  following  four  steps: 

'     1.    Closing  the  books  snd  distribating  tbe  operating  profit  or  low. 

2.  Liquidating  the  assets  and  satisfying  the  creditors. 

3.  Dividing  the  excess  or  deficiency  of  assets  resulting  from  the  liquidation. 

4.  Distributing  the  final  assets. 

The  last  step  may  involve  two  conditions,  both  of  which  we  will  illus- 
trate: 

1.  When  the  final  distribution  is  made  in  one  payment. 

2.  When  the  distribution  is  made  in  installments. 

ConditlMi     1.      Final    Distribntira    in    One    Payment.      Pfeifer  & 

McCready  are  partners,  sharing  profits  and  losses  equally.  Pfeifer  made 
an  original  investment  of  $50,000.00  and  McCready  $40,000.00.  Their 
business  is  not  a  success,  so  on  December  31,  1921,  they  agree  to  wind 
up  the  affairs  of  the  partnership.  The  assets  that  are  left  after  cred- 
itors are  paid  amount  to  $40,000.00.  How  should  these  assets  be  divided 
between  the  partners? 

Solution:    The  balance  sheet  on  December  31,  1921,  will  appear  thus: 

PFEIFER  &  McCREADT 
Balance  Sheet,  December  SI,  1921 


According  to  the  agreement,  this  loss  of  $50,000.00  is  divided  equally 
between  Pfeifer  and  McCready,  as  shown  by  the  journal  entry: 


Deceniw  31,  1921  Pfeifer,  Capital  

HcCready,   Capital 
Profit  and  Loss  .. 


Posting  this  journal  entry  we  will  have  the  following  Capital  Ac- 
counts: 


Pfeifer 

i931 
Dec. 

31 

Capital  lOBB 

13  S, 000 

00 

mill 

JlD. 

1 

InTfiBtaent 

ISO.OOO 

H 
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Pfeifer  will  now  have  a  credit  balance  of  $25,000.00  and  McCready 
will  have  $15,000.00.  When  the  assets  are  converted  into  cash,  the  as- 
set accounts  are  credited,  and  the  Capital  Accounts  are  debited  and 
closed.  Pfeifer  will  receive  $25,000.00  and  McCready  will  receive  $15,- 
000.00. 

If,  however,  the  assets  did  not  realize  enough  to  pay  the  creditors  in 
fall,  then  the  deficiency  would  have  to  be  made  up  by  Pfeifer  and 
McCready,  as  determined  by  court.  Dissolution  caused  by  bankruptcy 
will  be  considered  in  a  later  assignment.  Statements  of  Affairs. 

OmditiOTi  2.  Installment  Distribution.  The  dissolution  of  a  partner- 
ship may  in  some  cases  require  considerable  time.  Under  such  circum- 
st^ces  the  partners  usually  prefer  to  receive  their  shares  in  installments 
as  quickly  as  the  cash  is  available  rather  than  wait  for  weeks  or  months. 
Such  distributions  are  called  installment  dividends.  If  they  receive  their 
share  by  installments,  the  partners  will  be  able  to  use  their  money,  which 
otherwise  might  lie  idle  until  final  settlement. 

The  installment  method,  however,  involves  the  risk  of  overpaying  one 
or  more  of  the  partners,  and  underpaying  others,  especially  when  the 
capital  ratio  is  different  from  the  profit  and  loss  sharing  ratio.  It  is  of 
course  impossible  to  know  exactly  how  much  each  partner  is  to  receive 
until  all  assets  have  been  realized.  It  is  assumed,  therefore,  that  the 
first  installment  is  all  the  partners  will  receive  and  that  all  the  rest  is 
lost.  That  is  why  the  capital  of  each  partner  is  reduced  to  the  profit 
and  loss  ratio.  Each  partner  is  given  enough  to  bring  his  capital  down 
to  that  amount. 

Assume  this  situation.  Aker  and  Baker  are  tinners,  sharing  profits 
and  losses — Aker  %,  and  Baker  %.  The  firm  is  dissolved  on  July  1, 
1922.  The  creditors  are  paid  in  full.  Aker's  Capital  Account  shows  a 
credit  balance  of  $80,000.00  and  Baker's,  $45,000.00.  On  August  1,  $16,- 
OOO.OO  has  been  realized  from  the  sale  of  the  assets;  on  September  1, 
$8,000.00;  and  on  October  1,  $4,000.00.  It  is  decided  to  distribute  this 
$16,000.00  among  the  partners  as  the  first  installment  dividend  and  not 
to  wait  until  other  assets  are  realized.  In  fact,  on  August  1,  it  is  not 
known  how  much  can  be  realized.  Therefore  the  partners  are  paid  just 
as  if  nothing  more  were  to  be  realized.  How  will  the  three  installments 
be  divided  between  Aker  and  Baker? 

Solution:     The  solution  may  be  set  up  as  follows: 
InstBllment  1,  ^ugntst  1,  1922 


ToUI 

Ak«r 

fiRker 

Dipital  Account  Balmcaa.   .   .   , 
HtH  Dl»id«nd  (Diitrlbotea).   . 

BtltDc*!  (!•■  CipiUl) 

1135,000.00 
16,000.00 

IIOB.OOO.OO 

•80,000.00 
U, 800. 00 

SSS ,400.00 

US, 000. 00 
1,400.00 

H3,eOO.0O 

Thus,  Aker  will  receive  $14,600.00,  and  Eaker,  $M0O.OO. 


J,,  Liooi^lc 


The  Capita]  Accounts  now  stand  in  the  same  ratio  as  that  by  which 
profits  and  losses  are  shared  in  accordance  with  the  i^Teement;  namely, 
Aker  %  and  Baker  %. 

The  easiest  way  to  understand  this  problem  is  to  work  it  out  just  as 
if  the  ?16,000.00  is  all  they  are  going  to  get.  The  ?109,000.00,  then, 
would  be  a  loss.  Aker  would  share  $65,400.00,  and  Baker  $43,600.00.  If 
you  were  to  debit  these  losses  to  the  Capital  Accounts,  you  would  find 
that  the  balances  remaining  are  exactly  the  amounts  distributed;  Aker, 
$14,600.00,  and  Baker  $1,400.00. 


Installment  2,  Septembe 

r  1,  1922 

Total 

Aker 

Bak*r 

•109,000.00 
8,000.00 

IIOI.OOD.OO 

US  ,400.00 
4,800.00 

HO,  BOO. 00 

143, too. 00 
3,800.00 

140,400.00 

SeeoBd  Divided 

The  second  dividend  is  distributed  like  all  profits  and  losses.  Hie 
Capital  Accounts  now  stand:  Aker,  $60,000.00;  and  Baker,  $40,400.00; 
or  a  total  of  $101,000.00. 

Installment  3,  October  1,  1922. 

The  final  installment  is  $4,000.00,  of  which  Aker  receives  %,  or  $2,- 
400.00,  and  Baker  receives  %,  or  $1,600.00. 

SPECIAL  PARTNERSHIPS 

In  the  discussion  thus  far  on  partnership  accounting,  including  for- 
mation, operation,  and  dissolution,  we  have  used  the  general  partnership 
for  purposes  of  illustration.  By  a  general  partnership  we  mean  a  firm 
which  engages  in  a  continuous  business  of  a  more  or  less  permanent 
nature. 

In  your  accounting  practice  yon  will  also  find  partnerships  of  a  special 
nature,  whidi  require  special  consideration.  The  foUowing  three  are 
important: 

1.  Limited  partnership!. 

2.  Joint  stock  companies. 
8.    Joint  \ 


Limited  Partnerships.  "A  limited  partnership  is  one  in  which  certain 
members,  known  as  special  partners,  are  not  liable  for  the  obligations  of 
the  firm  in  tort  or  contract,  except  to  the  extent  of  the  capital  they  have 
invested.  At  common  law  all  partners  are  responsible  for  all  the  ddbtx 
and  other  liabilities  of  the  firm.  Limited  partnerships,  the  conceptitm 
of  which  is  borrowed  from  the  civil  law,  are  wholly  founded  upon  stat- 
utes."— Hirschl,  "Business  Ijiw." 
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From  an  accountins  point  of  view,  then,  in  de^n^  with  the  tormar 
tion,  dissolution,  or  the  distribution  of  profits  or  losses  in  a  limited  part- 
nership, a  knowledge  of  the  laws  of  the  state  is  essential.  Usually  the 
laws  specify  that  the  special  partner  or  partners  shall  contribute  all  of 
their  capital  in  cash,  that  they  shall  not  withdraw  any  of  the  original 
capital,  and  that  they  shaM  not  be  liable  for  debts  of  the  firm  beyond  the 
amount  of  capital  they  have  invested.  It  is  usually  provided,  also,  that  a 
special  partner  shall  receive  a  certain  fixed  rate  of  interest  on  bis  invest- 
ment before  the  distribution  of  profits  is  made. 

With  these  few  exceptions,  any  of  the  general  principles  developed  in 
connection  with  partnership  accounting  can  be  applied  to  accounting  for 
a  limited  partnership. 

Jt^t-Stodc  OMnpanies.  Another  type  of  special  partnership  espe- 
cially popular  in  England  is  the  joint-stock  company.  It  has  some  of  the 
characteristics  of  a  partnership  and  some  of  a  corporation.  The  cap- 
ital is  divided  into  shaires,  and  partnership  interest  is  represented  by  these 
shares.  The  shares  are  transferable  tike  those  of  a  corporation.  Accord- 
ingly, the  withdrawal  of  one  or  more  of  the  partners  does  not  dissolve 
the  partnership.  The  joint-stock  company  resembles  the  partnership 
most  closely  in  that  each  member  is  personally  liable  for  the  debts  of 
the  company.  It  differs  Arom  a  partnership  in  that  its  life  is  continuous, 
that  is  it  is  not  affected  by  the  death  of  a  partner. 

Accounting  for  such  a  concern  obviously  requires  a  more  elaborate 
record  of  the  shareholders  and  their  capita  investments.  Such  list  of 
memben  may  be  kept  in  a  separate  subsidiary  book  with  only  one  Capital 
Account  in  the  general  ledger  to  represent  the  appregato  capital.  This 
loindple  will  be  described  more  fully  in  connection  with  corporation  ac- 
countmg  in  the  next  assignment.  Profits  are  distributed  according  to 
the  number  of  shares  held,  so  the  procedure  is  not  very  complicated.  No 
drawing  accounts  are  required.  Since  the  real  accounting  features  are 
more  like  those  of  corporations,  they  will  be  easily  derived  &t)m  the  prin- 
ciples of  corporation  accounting. 

Jiriiit  Ventures.  A  temporary  partnership  for  the  purpose  of  carrying 
out  some  specific  project  of  a  trading  nature  has  long  been  known  as  a 
"joint  venture."  Joint  ventures  were  much  more  common  in  the  days  of 
colonial  development,  uncertain  shipping  conditions,  and  undeveloi>ed  in- 
ternational cr^t  relations.  They  assumed  the  nature  of  real  adventures 
at  times  with  great  risks  involved.  For  example,  two  or  three  men  might 
form  a  temporary  partnership  for  the  purpose  of  bringing  a  cargo  of  fym 
to  England  or  for  taking  a  cargo  of  iron  to  some  far-off  colony. 

In  the  case  of  such  ventures,  there  naturally  sprang  up  quite  a  de- 
mand for  accounts  to  show  the  true  relationship,  the  profits,  and  con- 
tributions  of  the  several  partners.  Altho  the  demand  for  such  account- 
ing is  not  quite  as  great  as  formerly,  there  are  still  a  number  of  cases  in 
which  temporary  p£u*tnerships  require  the  keeping  of  some  accounts.  One 
might  even  designate  as  a  joint  venture  a  temporary  agreement  betwe^ 
two  young  men  to  sell  refreshments  at  a  street  fair,  county  fair,  or 
carnival.  Practically  the  same  accounting  principles  would  apply  to  such 
a  ample  case  as  to  th^  more  extended  joint  ventures. 
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There  are  two  methods  of  operating  a  joint  TOitore  which  determine 

the  accounting  features: 

(a)    Where  one  set  of  books  Is  kept  for  the  joint  venture. 

<b)    Where  the  transactions  of  the  Joint  venture  are  kept  on  separate  books  by 
the  partners,  no  common  set  of  books  being  used. 

The  first  of  these  methods  is  so  much  Ulce  a  regular  partnership  that 
little  need  be  said  concerning  it.  The  chief  difference  between  the  set  of 
books  of  the  joint  venture  and  of  the  ordinary  partnership  lies  in  the 
number  of  nominal  accounts.  No  elaborate  comparative  statistics  are 
required  in  the  joint  venture,  hence  all  costs  are  debited  and  all  IncomeB 
credited  to  one  nominal  account  called  the  "Joint  Venture  Account,"  ex- 
cept when  the  venture  covers  a  considerable  period  of  time. 

The  Joint  Venture  Account  in  a  ledger  is  similar  in  construction  and 
contents  to  a  Trading  Account  in  an  ordinary  business,  if  the  latter  re- 
ceived details  first-hand  and  not  thru  other  accounts.  The  investments 
of  the  partners  are  credited  to  their  Capital  Accounts  and  debited  to 
Cash  or  some  other  asset  account.  The  Joint  Venture  Account  is  charged 
with  goods  bought,  with  expenses  of  various  sorts,  and  with  interest  on 
capital.  It  is  cmlited  with  sales,  and  the  balance  (presumably  profit)  is 
divided  among  the  partners  as  agreed,  or  equally,  in  the  absence  of  any 
agreement. 

The  second  method  of  operating  joint  ventures,  in  which  no  firm 
books  are  kept,  is  the  one  that  is  used  when  it  is  difficult  or  impossible 
to  have  a  central  office  and  common  bank  account.  Each  partner  incurs 
eimenses  out  of  his  own  funds,  buys  goods  for  resale,  s^  goods,  and 
coUects  cash  in  accordance  with  the  agreement.  At  the  close  of  the 
venture  all  the  partners  present  statements  of  their  disburs^nents  and 
receipts.  From  such  statements  a  Joint  Venture  Statement  is  prepared. 
After  dividing  the  profits  or  losses,  the  accounts  of  the  partners  are  pre- 
sented for  the  purpose  of  settling  amounts  due  one  another  as  a  result 
of  unequal  expenditures  for  materials  or  services  or  unequal  collectirai 
of  the  proceeds  of  sales. 

Problem.  During  the  fall  of  1922,  Russell  and  Noble  engaged  in  a 
joint  venture  in  potatoes.  They  agree  to  purchase  five  carloads  of  po- 
tatoes from  Wisconsin  farmers.  It  is  agreed  that  Russell  is  to  buy  the 
potatoes  and  Noble  is  to  sell  them  from  the  car.  Profits  are  to  be  shared 
equally.    Each  party  keeps  a  separate  record. 

Russell  pays  cash  for  the  following: 

Five  carloads  of  potatoes,  2,500  bushels  @  $1.00 $2,500.00 

Freight    - 600.00 

Insurance    ..- ■ 176 JW 


Noble  incurred  the  following  expenses  and  received  the  following  cash: 


Expenses: 

Wages  for  helpers  .. 
Cartage     
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(a)  Show  the  Joint  Venture  Account  and  the  account  of  each  partner 
1  it  would  appear  just  before  they  settled. 

(b)  How  would  final  settlement  be  made  between  RuBsell  and  Notde? 


SOLUTION 

BusmU— JFoint  Ventun 


Dn*  tnm  lobU 


FnrchasM 
bptniM: 
Prtl^t 
Inaoniici 


Nobt« — Joint  Ventore 


Ctih  froa  3tl«i 


liptnsti : 

WitcbMD 
)  lat  Profit 
Da«  to  Busitll 


RUSSELL-NOBI^ 
Joint  Venture  Acconnt — 6  Carloads  of  Potatoes 


Pnrchiioi  8,600 
baahtla 

lipanaii,  Bniaall 
Praighb         tCOO.OO 
Iniuranco        176.00 

bptaata,  loltla 
Higoa  f  60.00 

Ctrttga  ! ~ 

Vatclmii  11.00 

Profit  OD  Tantiir* 
Buaaall  (i)  MSO.OO 
labia      (I)    tSO.OO 


n.GOO 
T7SM 


Ciab  froa  Salai 
8,600  liuahali 
@I1.7S 


Final  settlement  win  be  made  according  to  the  partners'  accounts. 
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Since  Noble  took  in  all  the  cash  fnan  sales  and  Rossdl  boosrfat  and 
paid  for  the  potatoes  out  of  his  own  pocket  Noble  obviously  owes  Russdl 
the  amount  of  $8,755.00,  as  shown  in  the  accounts. 

MAIN  POINTS  IN  TfflS  ASSIGNMENT 

As  you  have  noted,  this  assignment  is  made  np  Quite  largely  of  illos- 
trative  problems.  This  is  partly  due  to  the  great  variety  of  problems 
that  come  up  at  the  time  of  dissolution,  but  chiefly  for  the  purpose  of 
illustrating  certain  fundamental  accounting  principles.  In  reviewing  these 
[ninciples  you  wiH  find  the  following  outline  a  helpful  guide. 

First :  There  are  three  things  that  an  accountant  should  consider  in 
making  entries  at  the  time  of  dissolution; 

1.  Causea  of  dissolution. 

2.  Provisions  for  dissolution  in  the  agreement 

3.  Requirements  of  the  partnership  laws. 

Second:  There  are  two  kinds  of  dissolution;  one  without  liquidation, 
the  other  with  Uquidation,  either  of  which  may  be  voluntary  or  involun- 
tary. 

I.  Without  Liquidation 

1.  Withdrawal  or  death  of  partner. 

2.  Admission  of  new  partner. 

(a)    Buying  Interest  in  business  without  investing. 
<b)     Buying  interest  by  investing. 

(c)  Buying  interest  in  the  profits. 

(d)  Buying  interest  in  goodwill. 

8.    When  a  partnerriiip  ig  sold — use  of  Realisation  and  Liquidation  Account 

(a)  For  exactly  its  net  worth — close  Drawing  Accounts,  assets,  and 
liabilities.    Make  entries  on  books  of  vendor. 

(b)  For  more  than  its  net  worth — two  ways,  handle  excess  as  profit 
or  set  it  up  as  an  asset. 

<c)     For  less  than  its  net  worth — charge  losses    to  partners'  capital. 

4.  Changed  to  corporation. 

(a)  Close  books  of  partnership. 

(b)  Open  books  of  corporation. 
n.  With  Liquidation 

1.  Condition  one:    Wlien  settlement  is  made  in  one  final  payment. 

2.  Condition  two:    When  settlement  is  made  by  installments. 
Third.    Special  Kinds  of  Partnerships. 

1.  Limited  partnerships. 

2.  Joint-stock  companies. 
8.    Joint  ventures. 

If  you  find  that  you  have  failed  to  master  any  one  of  these  main 
points  you  will  do  wdll  to  reread  that  portion  of  the  assignment  now,  be- 
fore taking  up  the  problems. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  19 

The  problems  of  this  assignment  require  close  analysis  on  your  part. 
Analyze  each  situation  carefully  and  you  will  have  no  diiBculty  in  pre- 
paring the  solutions.    Send  in  solutions  for  all  the  following  problems: 

1.  Strong  and  Powers  are  partners,  sharing  proMs  and  losses  equally. 
At  the  end  of  the  second  year,  Mr.  Strong's  Capital  Account  shows  a 
credit  balance  of  ?4,000.00  and  Mr.  Powers',  $2,000.00.  At  this  time 
they  admit  Mr.  Wolf  into  the  partnership,  giving  him  a  ^  interest  in 
the  business.  Give  the  journal  entries  that  must  be  made  for  eadi  of 
the  following  conditions : 

(a)  Mr.  Wolf  pays  (6,000.00  Into  the  business — no  goodwill. 

(b)  Mr.  Wolf  pays  ^,OOOX>0  to  th«  two  partners  on  the  side— soodwlU  $3,000.00. 
(e)     Hr.  Wolf  paya  $3,000.00  to  the  partners  on  the  aide — ^no  soodwilL 

2.  On  July  1,  1922,  the  A  &  B  partnership  sells  its  business  to  Mr. 
Cole  for  $26,000.00.  Nothing  is  said  in  the  partnership  agreement  as  to 
how  profits  and  losses  are  shared.  On  that  date  the  partnership  balance 
sheet  appeared  thus: 

A  ft  B  (Partnerahip)  Balance  Sheet,  July  l,  1922 


C<6h 

Acconnti  BacalTtble  

£»*"" 

1  1,380.76 
G,S13.3G 
10,000.00 
3.000.00 
3,300.00 

iecoont*  Piyible 

HoKi  Fmbl* 

Hortgtgt  Ftjkbli  

A'l  Cipitil   

B'i'C»pittl 

1  3,000.00 
1,300.00 
3.G0O.O0 
10,163 .00 
9,000.00 

131, m. 00 

131,863.00 

(a)  Give  the  Joomal  enbdes  neceoaary  to  cloee  the  books  of  the  partnership. 

(b)  Give  the  journal  entries  on  the  books  of  Mr.  Cole. 

8.    Parks  and  Bird  are  partners,  sharing  profits  and  losses  equally. 
Parks  made  an  original  investment  of  $70,000.00  and  Bird,  $60,000.00. 

They  agree  to  dissolve  the  partnership  on  July  1,  1922.    Creditors  are 
paid  in  full.   The  assets  that  are  left  amount  to  $100,000.00. 

How  should  these  assets  be  divided? 

4,    Assume  the  same  condition  as  given  in  problem  3,  except  that 
settlement  is  made  in  installments. 

Up  to  August  1,  $25,000.00  has  been  realized  on  the  assets.    This  is 
divided  between  the  partners. 

September  1,  $75,000.00  is  realized  and  distributed. 

Show  how  both  of  these  instalhnent  dividends  are  distributed. 

6.    Wallace  and  Yates  entered  into  a  lumber  speculation  on  Febru- 
ary 1.  Wallace  depositing  $4,600.00  and  Yates,  $3,500.00  to  then-  joint 
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credit  at  the  state  bank  of  Athens.  They  ssjeed  to  share  profits  or 
losses  in  proportion  to  these  amounts.  Out  of  this  they  paid  $8,500.00 
for  lumber,  (2,500.00  for  wages,  and  $1,000.00  for  freiffht  and  other  ex- 
penses. The  sales  up  to  August  1,  amounted  to  (12,000.00,  proceeds  of 
which  had  been  deposited  in  the  hsnk  and  a  cheek  issued  to  each  partner 
for  the  amount  of  his  investment.  The  business  was  wound  up,  Wallace 
taking  over  the  unsold  lumber  at  (950.00,  as  part  of  his  profit,  and  the 
balance  in  cash. 

(a)  Prepare  a  statement  showing  profit  or  lots  on  the  venture. 

(b)  Show  eech  purtner's  seconnt  as  it  would  eppeiir  after  Oie  affairs  bad  beoi 
wound  up  and  final  settlement  made  between  the  partners. 

(c)  How  would  final  settlement  between  the  partner*  be  made! 


Aadgnment  19,  Page  22 

Digitized  by  CjOOQIC 


Higher  Accountancy 


PRINCIPLES 
PRACTICE  an/ 
PliOCEDURE 


Elements  of  Accounting  Practice 


Assignment  20 

CORPORATION  ACCOUNTINO, 
FORMATION,  AND  OPERATION 


IN  my  own  experience,  both  as  a  banker  and  railroad 
man,  I  have  found  a  knowledge  of  accountancy  in^ 
valuable.  Indeed,  I  cannot  emphasize  too  strongly  the 
advanti^e  it  has  been  to  me. 

"WILBUR  C.  FISK.  C.  E 
Pretid^nt,  Hudson  &  Manhattan  Railroad  of  N.  Y- 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  iive.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  General  Ledger 

4.  Closing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  1^  Journal  Entry 

7.  The  Cash  Journal 

S.  Merchandise  Records — ^The  Purchase  and  Sales  Journals 

9.  Subdivisi(Hi  of  the  Ledger 

10.  Columnization 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Acconnting — Disstdution  Problems — J<^t 

Ventures 

20.  Corporation  Accounting — ^Formation — Operation 

21.  CoapoRATioN  Accounting — Reorganizations — Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

2?.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements — General  Review 
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CORPORATION  ACCOUNTING 

FORMATION  AND  OPERATION 

The  corporate  form  of  business  organization  is  more  popular  among 
business  men  to-day  than  ever  before.  The  1918  report  of  the  Commis- 
sioner of  Internal  Revenue  shows  a  total  of  almost  318,000  corporations 
in  the  United  States  with  a  capitahzation  of  billions  of  dollars.  This  one 
fact  alone  is  evidence  of  the  recent  tendency  toward  the  corporate  form. 

You  yourself  have  probably  noticed  the  development  of  corporations 
in  your  community.  You  have  seen  small  manufacturing  and  trading 
concerns  that  started  as  sole  proprietorships  or  partnerships  converted 
into  corporations  for  the  purpose  of  securing  additional  capital. 

This  increasing  preference  for  the  corporate  form  of  business  has 
naturally  created  a  growing  demand  for  accountants  who  are  able  to 
handle  corporation  books  and  prepare  corporation  statements  and  reports. 

This  assignment,  therefore,  aims  to  set  forth  some  of  the  more  in^ 
portant  accounting  problems  that  arise  in  the  formation  and  operation  of 
a  corporation. 

Corporation  accounting  does  not  differ  in  general  fundamental  prin- 
ciples from  the  accounting  of  any  other  type  of  business  organization. 
There  are,  however,  certain  business  transactions,  accounts,  books,  and 
entries  peculiar  to  corporations  which  call  for  special  consideration  on 
the  part  of  the  accountant.    These  require  explanation  and  illustration. 

Definition  of  Cmporation.  First  of  all,  it  is  well  to  understand  what 
is  meant  by  the  term  "corporation."  Chief  Justice  Marshall  h^  defined 
a  corporation  as  "an  artificial  being,  invisible,  intangible,  and  existing 
only  in  contemplation  of  law."  From  the  business  and  legal  point  of  view, 
therefore,  a  corporation  is  an  individual,  even  tho  it  is  composed  of  a  group 
of  individuals.  It  is  a  creation  of  law;  that  is,  the  corporation  is  formed 
by  receiving  a  charter  from  the  state.  The  laws  of  the  state  also  govern 
its  operation. 

Formation  of  Corporations.  The  formation  of  a  coiporation  begins 
with  an  informal  meeting  of  the  persons  who  desire  to  incorporate.  In 
most  states  the  law  requires  at  least  three  persons  as  original  incorpora- 
tes^. A  formal  application  is  drawn  up,  stating  the  names  of  the  incor- 
porators and  their  addresses;  also  the  location  and  nature  of  the  intended 
business,  and  conforming  to  any  other  legal  requirements.  An  applica- 
tion for  the  charter  is  sent  to  the  proper  state  official — usually  the  secre- 
tary of  state— ^with  the  necessary  fee.  If  approved,  a  charter  is  issued 
giving  the  corporation  the  right  to  exist  and  to  carry  on  business. 

Corporations  are  thus  formed  in  accordance  with  the  laws  of  the  state. 
They  are  also  subject  to  the  regulation  and  supervision  of  state  authority 
as  illustrated  by  the  franchise  tax  and  the  annual  report. 
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Advantaf^es  of  Corpwate  Organization.  Each  type  of  business  organ- 
ization  has  its  peculiar  advanta^.  The  partnership  has  cert^n  advan- 
tages over  the  individual  proprietorship.  Likewise  the  corporation  has 
several  very  distinctive  advantages  over  the  partnership  as  indicated 
below. 

Pabtnbbbbip  CoBPOKATiair 

Each  partner  is  fully  liable  for  the  obll-  A  mraiber  (atocUiolder)  is  not  liable  for 

gations  of  the  partnership.    He  may  be     any  obligation  of  the  corporation.  He  may 

sued  peraonally  for  any  partnership  ddita.     lose  the  amount  invested,  but  no  more.   In 

a  few  special  cases  the  law  speciflea  an 

additional  liability,  but  this  is  limited  to 

an  amount  equal  to  his  investment. 

Withdrawal,  bankruptcy,  or  death  of  a  A  corporation  exists  permanently  or  for 

partner  dissolvea  the  partnership.  a  period  of  years,  according  to  ttie  terms 

of  its  charts. 

New  partners  can  be  admitted  or  part-         Stockholders  may  sell,  transfer,  or  con- 

ners  can  transfer  their  interests  only  by      vey  their  shureb  without  affecting  the  cor- 

forming  a  new  partnership.    This  must  b«      poration  itself.    New  stockholders  can  be 

agreeable  to  the  other  partners.  admitted  by  purchasing  stock  from  the 

company  or  from  other  stocUiolders. 

Partnership  activitiea  are  subject  to  the  The  management  of  the  business  is 
direct  supervision  of  the  partners.  Usu-  placed  in  the  control  of  competent  persons, 
ally  all  Important  transactions  mast  be  As  long  as  the  business  Is  conducted  prop- 
approved  by  all  the  partners.  eriy  they  act  without  interference. 

Corporate  Books  and  Records.  In  general,  the  books  of  account  and 
operating  records  for  a  corporation  are  the  same  as  those  used  in  connec- 
tion with  other  forms  of  business  organization.  For  example,  a  whole- 
sale grocery  business  may  be  a  corporation,  a  partnership,  or  a  proprie- 
torship. However  organized,  journals,  ledgers,  and  suteidiary  records  for 
bank  accounts  and  other  usual  transactions  will  be  required.  A  large 
organization  may,  of  course,  need  a  more  carefully  detailed  system  than 
a  smaller  business,  but  the  operating  records  will  be  essentially  the  same. 
For  example,  the  books  and  accounts  used  to  record  the  buying  and  sell- 
ing of  goods,  to  record  proi)erty  owned,  etc.,  are  not  subject  to  change  on 
account  of  the  form  of  organization. 

There  are  certain  books,  however,  which  are  used  exclusively  by  a 
corporation.  These  relate  chiefly  to  its  organization,  or  to  such  transac- 
tions as  do  not  arise  in  iiartnerships  or  proprietorships.  The  books  of 
record  peculiar  to  a  corporation  are: 

1.  Subscription  Ledger. 

2.  Installment  Booh. 

S.  Capital  Stock  I^edger. 

4.  Stock  Certiflcate  Book. 

5.  Stock  Transfer  Book. 

6.  Minute  Book. 

7.  Dividend  Book. 


Assignment  20,  Page  2 


-d  by  Google 


There  are  also  certain  accounts  that  are  peculiar  to  corporations,  smb. 
as  the  following: 

1.  Capital  Stock. 

2.  Subscriptions  to  Stock. 
8.  Capital  Stock  Subscribed. 

4.  Treasury  Stock. 

5.  Premium  on  Capital  Stock. 

6.  Surplus. 

7.  Dividends. 

Subscriptions  for  Capital  Stock.  One  of  the  first  steps  in  the  organiza- 
tion of  a  corporation  is  to  secure  subscriptions  for  the  capital  stock  which 
is  to  be  issued.  This  is  usually  done  as  soon  as  the  charter  has  been 
secured.  Money  must  be  provided  so  that  the  corporation  can  establish 
its  business  and  begin  operations.  It  secures  the  necessary  funds  from 
persons  who  buy  the  shares  of  capital  stock. 

Subscriptions  for  the  sale  of  capital  stodE  are  secured  from  prospective 
investors  by  means  of  subscription  blanks.  In  order  to  subscribe,  the 
investor  fills  in  the  number  of  shares  desired,  signs,  and  returns  the  sub- 
scription blank.  If  the  number  of  incorporators  is  small  and  the  sub- 
scriptions are  limited  to  a  few  persons  only,  a  subscription  list  is  used 
Instead  of  the  separate  blanks. 

The  accounting  significance  of  subscriptions  Is  that  they  are  written 
agreements  enforceable  b^  law  when  properly  filled  in  and  signed.  In 
oUier  words,  they  are  similar  in  nature  to  Acrounts  Receivable,  since  the 
corporation  has  the  right  to  deliver  the  stodc  contracted  for  and  collect 
money  from  the  subscribers  who  have  agreed  to  purchase  the  stock.  Since 
the  subscriptions  snve  the  corporation  valuable  claims  against  subscribers, 
it  naturally  follows  that  the  corporation's  books  should  contain  a  record 
of  all  subscriptions.    These  subscriptions  are  kept  in  a  subscription  book. 

Journal  entries  for  subscriptions  received  will  naturally  appear  among 
the  first  of  the  opening  entries.  From  these  journal  entries  the  necessat? 
accounts  are  opened  and  the  subsequent  payments  recorded. 

ENTRIES  FOR  ISSUE  OF  CAPITAL  STOCK 
There  are  four  different  ways  by  which  subscriptions  to  capital  stock 
may  be  received.    The  entry  in  each  case  is  detennined  by  the  method 
followed.    Note  carefully  that  the  amounts  used  are  peciuiar  to  corpo- 
rations. 

Case  I.  When  capital  stock  is  subscribed  but  the  stock  is  not  to  be 
issued  to  the  purchasers  until  their  subscriptions  have  been  paid  in  full, 
the  following  entry  is  made.  Assume  that  the  amonnt  of  stock  author^ 
ized  is  $50,000.00,  one-half  of  which  is  subscribed  for. 


B.OOO.OO 

US,  000. 00 
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In  this  case  the  debit,  which  sets  up  subscribers'  accounts  as  assets, 
has  for  its  corresponding  credit  an  account  which  acts  as  a  medium  for 
showing  the  amount  of  stock  subscribed.  The  stock  will  not  be  issued 
until  the  total  amount  subscribed  has  been  paid.  Therefore  the  actual 
issuing  of  capital  stock  is  deferred  until  this  amount  has  been  received 
in  cash.  As  the  subscribers  pay  for  their  stock.  Cash  will  be  debited  and 
the  subscribers'  accounts  crated,  indicating  the  conversion  ai  subscrib- 
ers' accounts  into  cash.  The  following  entry  shows  how  the  two  accounts 
are  affected  after  all  the  cash  has  been  received. 

Ciab UB, 000.00 

Subacriban 135,000.00 

Since  the  subscribers'  accounts  have  now  been  paid  in  full  and  capital 
stock  can  be  issued,  the  following  entry  records  the  facts  and  the  Capital 
Stock  Subscribed  Account  is  closed: 

Ctpital  stock  Subacribsd 139,000.00 

CipiUl  Stock 116,000.00 

Some  accountants  claim  that  the  books  should  show  tne  amount  of 
authorized  capital  stock.  If  that  is  desired,  then  the  opening  entries  will 
be  as  follows: 

CapiUl  Stock  UDiianed ISO, 000. 00 

ittthorlitd  Caplttl  Stock  ISO,000.00 

Subecribers HS.OOO.OO 

GtpiUl  Stock  Subscribed HS.OOO.OO 

Cub t2B, 000.00 

Subacribare US, 000.00 

CapiUl  Stock  Snbocribad US. 000.00 

CapiUl  Stock  nnlasoed US.OOO.OO 

The  net  result,  after  these  entries  are  posted,  is  that  we  will  have  two 
accounts  on  the  ledger  for  capital  stock. 

(a)  Capital  Stock  Authorized,  with  a  credit  balance  of  $50,000.00. 

(b>  Capital  Stock  Unissued,  with  a  debit  balance  of  $26,000.00. 

According  to  this  method  no  one  account  will  show  the  capital  stock 
issued  or  outstanding.  This  amount,  however,  must  be  det^mined  by 
subtracting  the  debit  balance  in  the  Unissued  Capital  Stock  Account  from 
the  credit  balance  in  the  Capital  Stoc^  Authorized  Account. 

Since  this  plan  is  sometimes  used,  it  is  well  worth  while  for  you  to 
understand  the  method  of  making  opening  entries  in  this  way. 

Case  2.  When  capital  stoc^  is  issued  immediately  at  the  time  sub- 
scriptions  are  received  the  entry  will  be: 

Sabacrlbeta  I3S. 000.00 

CapiUl  Stock HS.OOO.OO 

In  this  case  the  corporation  issues  stock  on  the  basis  of  subscriptions, 
relying  on  its  rights  to  collect  the  money  later.    The  credit  is  made  to 
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Capital  Stock  immediately,  because  the  stock  has  been  issued.  When 
cash  is  received  subsequently  in  payment  of  subscriptions,  Cash  will  be 
debited  and  the  Subsoibers'  Account  will  be  credited  and  closed. 

Case  3.  When  capital  stock  is  issued  immediately  upon  payment  of 
cash  only  one  entry  is  necessary. 

Ciah 131,000.00 

CipiUl  Stock 130,000.00 

It  is  considered  by  some  as  better  accounting  practice  to  record  sub- 
scriptions first,  even  tho  the  cash  is  received  immediately.  Capital  stock 
may  be  issued  under  several  dilTerent  arrangements,  and  in  order  to  keep 
a  complete  record  it  is  more  consistent  to  treat  all  transactions  as  sub- 
scriptions and  then  record  cash  received  as  payment  of  subscription  ac- 
counts. 

Case  4.  When  capital  stock  is  exchanged  for  property  other  than  cash, 
capital  stock  being  issued  at  once,  the  tnmsaction  requires  but  one  entry : 


You  will  notice  that  Sundry  Assets  Account  has  been  charged  with  the 
amount  of  property  received.  This  is  desirable,  because  it  is  often  neces- 
sary to  rearrange  the  values  and  reclassify  the  property  before  separate 
accounts  can  be  opened  properly. 

SPECIAL  ACCOUNTING  BOOKS  USED  BY  CORPORATIONS 
Necessi^  for  Subscription  Ledger.  In  the  cases  just  mentioned,  you 
will  observe  that  after  the  entries  have  been  posted  Subscribers'  Account 
will  appear  among  the  assets  on  the  general  ledger.  This  account  is  a 
controlling  account.  An  individual  account  is  also  required  for  each  sub- 
scriber. This  is  necessary  in  order  to  keep  an  accurate  record  and  avoid 
confusion,  especially  where  there  is  a  large  number  of  subscribers.  These 
individual  accounts  may  be  kept  in  the  subscription  ledger,  which  is  sub- 
sidiary to  and  controlled  by  the  Subscribers'  Account  on  the  general  ledger. 
This  subscription  ledger  is  much  like  the  customers'  ledger,  and  serves 
the  purpose  of  showing  the  amount  due  from  each  subscriber. 

How  to  Handle  Installinent  Payments — Installment  Book.  Arrange- 
ments are  often  made  allowing  subscribers  to  pay  their  accounts  in  in- 
stallments at  regular  intervals.  In  such  a  case  the  terms  of  payment  are 
specified  on  the  subscription  blank ;  therefore  it  is  necessary  to  follow  up 
the  payments  very  closely,  as  subscription  rights  may  be  forfeited  if  the 
payments  are  delinquent.  To  accomplish  this,  installment  lists  may  be 
prepared  by  drawing  off  a  list  of  subscribers  from  the  subscriptioi)  ledger. 
If  found  deurable,  the  individual  accounts  may  be  kept  in  the  general 
ledger  when  the  subscription  list  is  used  and  there  are  only  a  few  subscrib- 
ers, thus  dispensing  with  a  subsidiary  ledger.  A  better  plan,  however,  is 
to  use  an  instaJlment  book  which  is  similar  to  a  subscription  ledger. 

Coital  Stock  Ledger.  The  capital  stock  ledger  is  also  a  subsidiary 
ledger.  It  contains  a  record  of  the  capital  stock  purchased  and  paid  for 
by  the  various  stockholders.    Usually  the  loose  leaf  form  is  used,  and  each 
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stockholder  is  given  one  page.  This  ledger  is  controlled  by  the  Capital 
Stock  Account  in  the  general  ledger  just  as  individual  accounts  in  the  sub- 
scribera'  ledger  are  controlled  by  the  Subscribers'  Account  in  the  general 
ledger. 

Such  a  ledger  contains  an  individual  account  for  every  stockholder, 
showing  the  number  of  shares  bought,  sold,  or  transferred,  and  balance 
still  held.  The  information  is  posted  to  the  capital  stock  ledger  from  the 
certificate  book  stubs.  Whenever  a  list  of  stockholders  is  required  the 
information  can  be  readily  obtained  by  simply  taking  a  trial  b^nce  of 
the  capital  stock  ledger  and  checking  it  with  the  controlling  account.  Cap- 
ital Stock,  in  the  general  ledger.  Tlie  capital  stock  ledger  page  is  illoft- 
trated  in  Figure  1. 
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Figare  1.    Ab  ^on  wilt  observe,  3.  B.  Adama  bougiit  SO  Bhares  of  stock  from  F. 

Gulson  OD  July  10.    These  shares  were  represented  by  Certificate  No.  98.    The  new 

certificate  to  Hr.  Adams  bears  the  ntimber  116.    Analyse  the  other  two  tranoactioiia 

in  a  similar  maimer.    This  stock  ledeer  also  serves  the  purpose  of  the  stock  transfer 

book  which  ia  explained  later  in  the  assignment. 


Stock  Certificate  Book.  Capital  stock  is  issued  in  the  form  of  cer- 
tificates, as  reproduced  in  Figure  2.  These  cortiflcates  are  evidence  of 
ownership  of  stock  in  the  corporation.  They  show  how  many  shares  of 
capital  stock  each  stockholder  owns.  These  certificates  are  usually  kept 
in  a  stock  certificate  book  which  somewhat  resembles  a  check  book,  only 
it  is  much  larger.  The  certificates  are  filled  out  and  signed  by  the  proper 
ofiidals.  They  are  then  torn  out  of  the  book,  leaving  a  stub  on  which  a 
brief  record  of  the  certificate  is  kept. 

If  a  capital  stock  ledger  is  not  used,  a  list  of  stockholders  together  with 
the  number  of  shares  owned  by  each  might  be  written  up  from  these  cer- 
tificate stubs  and  kept  on  file;  but  when  there  are  many  stockholders  it  is 
better  to  keep  a  detailed  capital  stock  ledger  in  order  to  avoid  confusion 
and  to  have  a  record  that  is  correct  and  complete. 

Stock  Transfer  Book,    The  transfer  book  is  a  spetial  record  for  all 

stock  that  is  transferred  from  one  stockholder  to  another.    It  usually  coi>- 
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tains  a  reproduction  of  the  assignment  form  on  the  back  of  the  stock  cer- 
tificate, as  shown  in  Figure  S. 


Transfer  No.  313 


MODEL  MOTOR  CAK  C»MPANY 


ForvahiereceJvedIherebjBe]).MnDiaiid traiisferimtoClitrlM  Saltliof  Cbicigo,  Illi- 
noia,  Tnnty-flTS  Shuve  of  the  Capital  Stock  of  the  above-nttmed  Company,  now  standing 
in  my  name  on  the  oompany  books,  and  repreaented  bj  sunuideted  Certificate  No.  111. 

Witness  my  band  and  seal  tbislOthdayof  AnKait,  1932 

New  Certificate  No.  416  Fnnk  Brown 

lesued  to  ChtrlBi  Snltli  By  IhoHB  Jndy 

Ledger  Folio  No.  S3  Attorney 
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The  transfer  book  is  usually  closed  a  certain  number  of  days  before 
dividends  are  to  be  paid.  The  registered  holders  of  stock  are  entitled  to 
dividends  on  the  date  when  the  transfer  book  is  closed. 

It  is  often  found  more  desirable  not  to  use  such  a  transfer  book,  but, 
instead,  record  all  transfers  on  the  left-hand  side  of  the  capital  stock 
ledger,  illustrated  in  Figure  1. 

Function  of  Transfer  Agent.  Transfers  of  stock  must,  of  course,  be 
posted  to  the  accounts  affected  in  the  stock  ledger  whenever  stock  is 
bought  or  sold.  A  corporation  sometimes  delegates  this  detail  to  a  bank 
or  trust  company  to  act  as  its  transfer  agent.  This  is  done  mainly  to  gain 
the  confidence  of  investors.  The  bank  or  trust  company  thus  becomes  the 
custodian  of  the  stockholders'  ledger  and  the  certificate  books.  The  duties 
of  a  transfer  agent  are  to  keep  a  record  of  transfers  of  shares  of  stock; 
also  to  act  as  disbursing  agent  for  the  corporation  when  dividends  are 
declared.  Since  the  transfer  agent  has  a  complete  record  of  the  stock- 
holders he  will  receive  the  money  which  is  to  be  distributed  as  dividends 
and  pay  it  to  each  stockholder  according  to  the  number  of  sluu%s  held. 

Changes  in  the  details  of  stock  ownership  do  not  affect  the  Capital 
Sto(^  Account  unless  an  increase  or  decrease  of  stock  is  authorized  by 
the  state. 

The  Minate  Booh.  The  stockholders  of  a  corporation,  in  accordance 
with  the  corporation  laws,  appoint  certain  individuals  as  directors,  whose 
duty  it  is  to  manage  the  affairs  of  the  corporation.  The  directors  usually 
appoint  the  officers  of  the  corporation.  The  directors  are  required  to  meet  at 
regular  intervals,  and  at  their  meetings  the  past  transactions  of  the  busi- 
ness are  approved,  or  corrected  if  necessary,  and  future  plans  are  agreed 
upon.  It  is  necessary,  therefore,  that  the  proceedings  of  the  directors' 
meetings  be  made  a  matter  of  record.  The  minute  book  is  used  tor  this 
purpose  as  well  as  to  record  the  proceedings  at  the  stockholders'  meeti^a. 
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The  minute  book  serves  as  a  guide  to  the  directors,  who  represent  the 
stockholders,  as  well  as  to  the  officers,  who  carry  out  the  policies  of  the 
directors.  For  this  reason  the  minute  book  is  one  of  the  most  important 
books  of  the  corporation.  The  minutes  furnish  authority  to  the  officers 
for  many  important  transactions,  which  they  carry  out  as  instructed  by 
the  director.  PYom  the  minut^,  also,  the  accountant  obtains  informsr 
tion  for  many  important  entries,  such  as  contracts,  special  services,  legal 
proceedings,  etc  In  fact,  it  is  the  accountant's  duty  in  auditing  importsuit 
transactions  which  he  finds  recorded  on  the  books  to  refer  to  the  minute 
book  in  order  to  determine  if  such  transactions  were  effected  according 
to  instructions  laid  down  by  directors,  or  if  these  transactions  had  the 
approval  and  ratification  of  the  directors. 

The  Dividend  Book.  The  dividend  book  contains  the  names  of  all  stock- 
holders who  are  to  receive  dividends.  It  shows  the  number  of  shares  held, 
the  kind  of  stock,  rate  of  dividend,  and  amount  each  stockholder  is  to  re- 
ceive. 

This  bo(A  is  the  basis  for  entries  in  the  cash  book,  when  the  dividends 
are  paid. 

KINDS  OF  CAPITAL  STOCK 

The  various  kinds  of  capital  stock  are  here  explained,  so  that  yon  will 
be  familiar  with  the  most  important  classes. 

Par-Valne  Capital  Stock.  Par  value,  as  used  in  connection  with  capital 
stock,  expresses  a  uniform  value  for  the  shares  into  wliich  authorized  cap- 
ital stock  is  divided.  Par  value  means  the  face  or  nominal  value  placed  on 
a  share  of  stock,  this  value  being  the  same  for  all  shares  of  a  like  class. 
In  the  application  for  a  charter  it  is  customary  to  specify  the  number  of 
shares  as  well  as  the  amount  of  stock  to  be  issued.  This  procedure  de- 
termines what  the  par  value  will  be.  Usually  it  is  fixed  at  $100.00  altfao 
it  may  be  any  amount,  such  as  $50.00,  $25.00,  $10.00,  or  $1.00.  A  cer- 
tificate of  par-value  stock  was  illustrated  in  Figure  2. 

Figure  2  shows  that  the  Model  Motor  Car  Company  has  been  author- 
ized by  the  state  to  issue  stock  up  to  an  amount  of  $500,000.00,  divided 
into  6,000  shares.  Therefore  the  par  value  per  share  is  $100.00.  Fur- 
thermore, this  certificate  No.  87  indicates  that  one  of  the  stoclcholders 
owns  $6,000.00  par  value  of  the  capital  stock. 

Capital  Stock  of  No  Par  Value.  Several  of  the  states  now  allow  cor- 
porations to  issue  stock  without  par  value.  When  this  is  done  each  stock 
certificate  must  show: 

1,  Total  number  of  shares  authorized. 

2.  Number  of  shares  represented  by  the  certificate. 

Various  other  regulations  sometimes  govern  the  issuing  of  stock  with- 
out par  value.  These  all  tend  toward  protecting  the  interests  of  the  stock- 
holders, as  well  as  accompUshing  the  result  of  showing  stockholders'  in- 
terests without  the  use  of  a  nominal  value. 
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The  book  value  of  a  share  of  no-par-value  stock  can  be  determined  thua: 
If  a  stockholder  owns  ten  shares  of  no-par-value  stock  and  there  are  only 
1,000  shares  of  stock  (all  no-par-value)  outstanding,  his  interest  amounta 
to  1/100  of  the  corporation's  net  assets. 

Preferred  and  Common  Stodc  From  the  standpoint  of  stockholders' 
rights  there  are  two  general  classes  of  stock,  common  and  preferred.  Each 
class  is  recorded  separately  on  the  books.  At  one  time  it  was  customary 
to  issue  but  one  kind  of  stock,  in  which  case  all  stockholders'  interest^ 
were  alike.  Such  stock  was  common  stock.  Later  a  separate  class  of 
stock  was  created,  called  preferred  stock,  giving  the  holders  of  such  stock 
either  preferred  claims  on  the  assets  or  on  the  earnings  from  their  invest- 
ment, or  both.  Therefore,  instead  of  having  an  interest  in  common,  pre- 
ferred-stock holders'  interests  precede  the  rights  of  those  who  hold  com- 
mon stock.  Their  investment,  for  example,  may  be  preferred,  since  in  case 
of  dissolution  or  termination  of  the  company,  after  creditors  have  been 
satisBed  a  distribution  of  the  company's  property  is  first  made  among 
the  pref^red-stock  holders.  When  preferred  stock  provides  first  daim  cm 
profits,  a  fixed  rate  of  dividend  is  specified.  These  dividends  may  be 
"cumulative,"  meaning  that  if  the  full  rate  of  dividend  cannot  be  paid  out 
of  the  earnings  of  a  given  period  the  ui^Miid  dividends  will  accumulate  in 
favor  of  stockholders,  and  must  be  fully  paid  before  any  distribution  of 
profits, can  be  made  to  the  common-stock  holders.  Noncumulative  stock 
carries  no  such  right. 

It  might  appear  that  preferred  stock  is  more  to  be  desired  than  com- 
mon stock.  This  is  probably  true  in  some  cases,  especially  in  a  newly 
organized  company  whose  earning  power  has  not  yet  been  fi^  developed. 
'There  are  many  cases,  however,  where  the  common  stock  has  a  higher 
market  price,  due  to  the  fact  that  a  corporation  has  been  prosperous. 
Since  the  preferred-stock  holders  are  restricted  to  a  specified  dividend,  the 
common-stock  holders  might  receive  larger  earnings  than  the  holders  of 
preferred  stock.  Due  to  the  fact  that  the  rights  of  holders  of  common 
stock  and  preferred  stock  differ  separate  accounts  must  be  kept  for  eadi. 

How  Treasury  Stock  b  Recorded.  Treasury  stodc  is  stock  which  has 
once  been  issued  by  the  corporation  and  later  reacquired  by  purchase  or 
gift.  The  term  is  often  loosely  and  incorrectly  used  for  unissued  stock, 
which  is  more  properly  called  stock  in  the  treasury.  When  treasury  stock 
is  acquired  by  purchase  it  should  be  entered  on  the  books  as  an  asset  at 
its  cost  price.  Assume  that  a  corporation  buys  back  $10,000.00  worth  of 
its  own  stock.    The  entry  will  be: 


tlO, 000.00 


If  treasury  stock  is  acquired  by  gift  the  company  has  realized  a  profit 
of  a  special  nature.  It  is  necessary  to  keep  such  profit  separate  and  dis- 
tinct from  the  ordinary  earnings  due  to  operations.  The  company  has 
given  nothing  in  exchange  for  the  stock  so  acquired.  Therefore  an  ac- 
count for  donated  surplus  or  capital  surplus  must  be  oiwned  to  record  the 
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tnet  that  the  company  has  been  benefited  by  the  gift.  The  stock  should 
be  Altered  on  the  books  as  an  asset  at  its  market  value,  if  the  stock  is 
being  boaght  and  sold  on  the  market,  or  at  a  fair  value,  as  shown  by  the 
financial  condition  of  tiie  company.  This  is  the  proper  measure  of  the 
value  of  the  asset  acquired;  also  the  amount  of  surplus  created  by  the 
donation.  The  entry  for  recording  ^,000.00  worth  ot  treasury  stock 
diHiated  by  one  of  the  stockholders  will  be: 

IreitniT  Stock  18,000.00 

"      -   -  -      -  IB. 000. 00 

To  record  Ht*  doution  of  100  slitrsi  of  the 
coapinj'i  lUck  at  cumat  atrket  pric*  ca 
the  A\U  leiulred  (or  vilnt  \a  •bova  bjr  th« 
coapuj'i  floincitl  itataaint). 

When  donated  treasury  stock  is  sold  subsequently,  it  may  be  that  it 
will  be  sold  at  a  different  price  ft'om  that  determined  when  it  was  donated. 
It  the  sellins  price  is  greater,  it  will  increase  the  Donated  Surplus  or  Cap- 
ital Surplus  Account.  If  the  stock  is  sold  for  less,  the  difference  will  be 
duirged  against  Donated  Surplus  Account.  In  either  case  it  will  indicate 
the  actual  amount  of  surplus  which  has  been  realized. 

Stock  is  usually  donated  to  corporations  by  the  stockholders  to  whom 
it  is  first  issued,  as  a  means  of  providing  the  corporation  with  working 
capitaL  It  is  also  frequently  done  as  a  method  to  meet  the  legal  require- 
ment that  stock  must  be  issued  as  "fully  paid." 

Bonus  StodE.  Frequently  common  stock  is  issued  as  a  bonus  to  in- 
vestors who  purchase  preferred  stock.  Any  stock,  however,  which  the 
corporation  ^ves  away  as  a  bonus  should  be  stock  which  it  holds  in  the 
treasury,  which  has  been  originally  issued  in  accordance  with  legal  pro- 
visions and  then  reacquired.  It  is  evident  that  the  corporation  may  sdl 
stock  of  this  kind  at  any  price  or  give  it  away,  just  as  any  individual  stock- 
holder has  a  right  to  make  whatever  disposition  he  pleases  of  his  stock. 

It  is  Important  for  the  accountant  to  note  that  treasury  stock  has  no 
voting  power  and  no  dividend  rights  as  long  as  it  is  held  by  the  corpora^ 
tion,  since  a  corporation  cannot  assume  the  fictitious  position  of  owning 
a  part  of  itself.  Treasury  stock,  however,  acquires  voting  power  and 
dividend  rights  as  soon  as  it  is  sold,  because  it  is  then  in  the  hands  of 
stockholders  who  are  entitled  to  the  usual  rights  and  powers  conveyed 
by  the  stock  which  they  hold. 

ACCOUNTS  PECULIAR  TO  CORPORATIONS 
Altho  you  are  already  familiar  with  some  of  the  accounts  used  in  cor- 
p<urations,  there  are  several  that  require  special  consideration,  especially 
Capital  Stock,  Surplus,  and  Dividend. 

Is  the  Ca^tal  Stock  Account  a  LiabilityT  The  question  is  often  asked 
iriiether  the  Capital  Stock  Account  represents  a  liability.  There  is  a  great 
deal  of  unnecessary  vagueness  and  misunderstanding  on  this  point.  The 
difficulty,  however,  disappears  at  once  when  we  remember  that  the  Capital 
Sto<^  Account  merely  indicates  the  capital  interest.  The  corporati<Hi  is 
under  no  more  obligation  to  return  this  investment  of  capital  to  the  stock- 
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holders  than  a  business  owned  by  partners  or  a  sole  proprietor  is  bound  to 
return  the  capital  which  they  have  invested.  Stocldiolders  do  not  have 
the  rights  of  creditors.  The  certificates  of  stock  in  the  hands  of  the  in- 
vestors in  a  corporation  are  not  evidences  of  a  debt,  but  are  evidences  of 
a  share  or  interest  in  the  ownership  of  the  business;  an  interest  which  is, 
of  course,  returnable  to  the  stockholder  upon  dissolution  of  the  corpran- 
tioQ  if  there  are  auilicient  assets  over  and  above  the  liabilities. 

Purpose  of  the  Surplus  Account.  In  our  discussion  of  partnerships  we 
noted  that  a  Drawing  Account  is  used  for  each  one  of  the  partners,  as 
it  is  undesirable  to  credit  earnings  and  charge  withdrawals  directly  to  the 
Capital  Accounts. 

In  corporation  accounting  it  is  all  the  more  important  to  maintain  a 
separate  account  for  the  current  and  accumulated  earnings  and  also  the 
charges  against  profits  because  of  the  fact  that  the  capit^ization  is  fixed 
by  the  charter  and  cannot  be  changed  without  authority  from  the  state. 
liie  important  difference  between  the  accounting  records  of  a  corporation 
and  those  of  a  single  proprietorship  or  a  partnership  lies  in  the  record  of 
proprietary  interest. 

In  the  corporation,  ownership  is  expressed  in  two  groups  of  accounts 
— the  Capital  Stock  Account  and  the  Surplus  Account.  The  Capital  Stock 
Account  represents  the  direct  investment  of  stockholders  as  is  supported 
by  a  list  of  the  stock  outstanding.  This  account  remains  unchanged  unless 
the  company  sells  some  of  its  unissued  stock  or  cancda  and  permanently 
retires  some  of  the  outstanding  stock.  Also,  as  mentioned  [nrevioudy,  the 
capital  stock  may  be  increased  by  authority  from  the  state  granting  an 
increase  in  the  amount  of  capital  stock  authorized  thru  amendment  of 
the  charter.  The  Surplus  Account,  on  the  other  hand,  receives  the  profits 
of  the  business  as  they  accumulate.  Each  year  the  current  profits  or 
losses  are  closed  into  the  Surplus  Account.  In  this  way  profits  are  ac- 
cumulated from  year  to  year. 

Suppose  that  a  corporation,  orgsiuzeA  on  January  1,  1921,  has  a  net 
profit  of  ?10,000.00  for  the  year  1921.  On  December  31,  when  the  books 
are  closed,  the  net  profit  appearing  in  the  Profit  and  Loss  Account  as  a 
credit  is  closed  into  the  Surplus  Account  thus: 


The  Surplus  Account  will  remain  open  on  the  books  for  the  year  1922. 
It  represents  a  part  of  the  capital  or  net  worth  of  the  corporation,  the 
balance  appearing  in  the  Capital  Stock  Account. 

Part  of  the  Surplus  Account  may  be  set  aside  for  special  appropria- 
tions. These  are  call  "Reserves";  for  example,  reserve  for  floods,  dam^ 
ages,  etc.  It  must  be  fully  understood  that  such  appropriations  out  of 
surplus  are  still  a  subdivision  of  the  Surplus  Account.  They  represent 
part  of  surplus  set  aside  which  may  again  be  returned  to  surplus.  The 
resolution  which  provided  for  the  appropriation  can  be  reversed  by  the 
directors  at  any  time,  and  by  another  resolution  the  amount  be  thrown 
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back  into  surplus  and  made  available  for  dividends,  if  it  is  found  that  the 
special  appropriation  will  not  be  required.  The  Surplus  Account  therefore 
reflects  the  increase  or  decrease  in  proprietary  interest  exclusive  of  the 
stockholders'  capital  investments. 

Purpose  of  Capital  Surplus  Account.  It  is  desirable  to  keep  an  entirely 
separate  account  for  that  su^lus  which  is  accumulated  otherwise  than 
by  profits  from  operations.  This  is  done  primarily  to  maintain  a  con- 
servative and  safe  business  policy.  For  example,  surplus  arising  from 
capital  stock  donated,  as  previously  discussed  in  connection  with  treasury 
stock,  should  not  be  entered  in  the  regular  Surplus  Account  covering  earn- 
ings of  the  business.    It  is  credited  to  the  Capital  Surplus  Account. 

Likewise,  an  adjustment  may  be  made  of  the  plant  and  property  values 
of  a  business,  and  if  the  revised  figures  exceed  the  former  figuries  as  shown 
on  the  books  the  difference  is  credited  to  an  account  called  "Capital  Sur- 
plus," indicating  that  surplus  of  this  nature  arises  from  an  increase  in  the 
valuation  of  capital  assets  as  distinguished  from  profits  on  operations. 
While  the  policy  of  appreciating  values  of  fixed  assets  is  not  considered 
good  practice  generally,  such  appreciation  sometimes  arises  when  property 
values  are  readjusted.  When  l^d  or  other  assets  are  donated  to  a  coipo- 
ration  these  vsdues  are  charged  to  asset  accounts  and  credited  to  capital 
surplus. 

The  reason  for  keeping  an  entirely  separate  account  for  capital  sur- 
plus is  to  provide  more  accurate  accounting  for  earnings  and  avoid  dis- 
tributing these  profits  as  dividends.  The  transactions  on  which  these 
profits  are  based  are  too  closely  related  to  capital  investments,  and  if  these 
profits  were  paid  out  to  the  stockholders  it  would  result  in  a  refund  of 
part  of  their  capital  investment.  Such  profits  are  to  be  carefully  dis- 
tinguished from  profits  made  by  the  business  thru  the  use  of  the  capital 
which  the  stockholders  have  invested.  As  a  general  rule,  therefore,  divi- 
dends should  be  paid  out  of  the  earnings  of  the  business  arising  from 
operations. 

Declaration  and  Pigment  of  Dividends.  Dividends  are  the  profits  that 
are  distributed  to  the  stockholders.  They  are  not  a  liability,  however, 
until  they  have  been  declared  by  the  board  of  directors,  and  they  cannot 
legally  be  paid  until  they  are  so  declared. 

Assume  that  the  corporation  referred  to  above  has  $100,000.00  capital 
stock  outstanding,  all  of  which  is  common  stock.  The  profits  for  1^1 
amount  to  $10,000.00.  The  board  of  directors  declares  a  6  per  cent  cash 
dividend  on  January  2,  1922.  When  this  dividend  is  declared,  as  shown 
by  the  record  in  the  minutes,  an  entry  setting  up  the  liability  on  the  books 
should  be  made  as  follows: 


»,DOO.0O 

15,000.00 


Fo  record  I  E  par  cant 
dl*id«nd  OQt  of  profit! 
for  1931,  It  dscUrod  bjr 
the  director!  on  Jtanir; 

3,  loai. 
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Assumiiis  that  checks  are  issued  to  the  stockholders  on  January  4  in 
payment  of  this  dividend,  the  entry  to  be  made  would  be; 


To  raeord  tbi  piTmnt  of 
diTidanda  ■■  daclind  on 
Junii?  3,  1931. 

Dividends  may,  of  course,  be  in  the  form  of  stock  or  scrip  instead  of 
cash. 

Capital  Stodi  Premium  or  Discount.  Stock  is  sometimes  sold  or  issued 
above  or  below  par.  If  above  par,  it  is  said  to  be  at  a  premium ;  if  below, 
at  a  discount.  Several  of  the  states  prohibit  the  issuing  of  stock  at  a  dis- 
count, as  it  tends  to  overstate  capital  stock,  which  is  not  fully  paid.  In 
some  cases  stock  is  sold  at  a  premium  to  establish  a  surplus  for  a  newly 
organized  business.  The  market  price  is  therefore  above  the  par  value,^ 
resulting  in  a  premium,  for  which  cash  or  cash  value  is  received.  When  a 
corporation  sells  stock  at  a  premium,  the  excess  over  par  value  is  credited 
either  to  a  Premium  Account  or  to  Capital  Surplus.  The  two  following 
entries  illustrate  the  proper  record  for  stock  sold  at  a  premium  and  at 
a  discount. 

(>)    Cisli  or  otliar  FroportjF t 

Cipitil  Stock t 

Praaiiu  on  Stock  (or  Capltxl  Surplua)  

In  this  case  premium  on  stock  is  a  deferred  credit. 

(b)  Cash t 

Diaconnt  on  stock I 

CipiUl  Stock 

The  discount  on  stock  represents  a  deferred  charge. 

CORPORATION  STATEMENTS 

In  the  case  of  a  corporation  the  accountant  is  expected  to  prepare  two 
kinds  of  reports  and  statements: 

1.  For  the  directors  and  corporation  officials. 

2.  For  the  stockholders  and  the  government. 

The  first  kind  of  statement,  namely,  that  for  the  executives,  is  given 
consideration  in  this  assignment. 

The  purpose  of  such  statements  is  to  inform  corporate  officials  on  the 
financial  condition  and  progress  of  the  business.  In  the  small  corpora^ 
tion,  monthly  or  quarterly  balance  sheets  and  profit  and  loss  statements 
are  suificient.  In  the  larger  concern,  however,  where  the  officials  are 
unable  to  keep  in  personal  touch  with  the  details,  it  is  desirable  for  the 
accountant  to  keep  the  officers  informed  continually. 

Information  on  sales,  collections,  bank  balances,  and  expenditures 
should  be  reported  daily.  Cash  receipts  and  disbursements  should  be  re- 
ported weekly.    The  bidance  sheet  and  profit  and  loss  statements  should 
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be  submitted  at  least  once  a  month.  In  most  cases  it  is  desirable  to  fur^ 
nish  not  only  the  current  reports  and  statements  but  also  comparative 
statements,  covering  the  two  or  three  preceding  periods. 

The  CorporaticHi  Balance  Sheet.  The  balance  sheet  of  a  corporation 
is  similar  in  most  respects  to  the  balance  sheet  for  any  other  type  of  busi- 
ness ;  that  is,  assets  and  liabilities  are  classified,  as  has  been  explained  in 
previous  assignments. 

The  special  point  to  consider  in  a  corporation  balance  sheet  is  the  items 
in  the  net-worth  section.    They  will  appear  somewhat  as  follows: 
Sarplai: 

1.  Apprajriiiled  Sarplni 

R«Bgr?<  far  CoDttngeDCiai I 

R«»«n«  for  SlDkiDB  Pani 


loUl  Btssn 

.  Fra«  Surplni 

dlTld«iila)- 


(avtiltbl*  tor 


Toul  8ur;lni 

CaplUl  Stock: 

Pr«f«rrad  Stock ■.. 

CoBMon  Stock  


Total  Capital  Stock. 


The  Profit  and  Loss  Statement.    The  profit  and  loss 
corporation  is  essentially  the  same  as  that  for  any  other  ' 
except  that  it  has  certain  additional  items  following  the 
These  items  are  arranged  somewhat  like  this: 

lot  Profit 

Snrploa  at  baginDing  of  period 


Profit  aod  loM  batora  ladncting  dlTldonda.  .  .  . 

Dividondt  doclarad t.. 

iaoont  aot  ailda  Id  aiuking  fniid 

Profit  and  loaa  anrplna  Dae.  31,  1S31  


statement  of  a 
;ype  of  business, 
net  profit  figure. 


In  manufacturing  concerns  it  is  necessary  also  to  prepare  a  manu- 
facturing statement,  which  will  be  explained  in  Assignment  28.  Your 
next  asBigmneot  will  present  problems  that  arise  when  corporations  are 
reorganized  or  when  several  corporations  are  merged  into  one  larger  or- 
ganization. 


MAIN  POINTS  IN  THIS  ASSIGNMENT 
In  this  assignment  we  have  illustrated  the  ftdlowing  principles,  that 
are  essential  to  a  thoro  understanding  of  corpcoation  accounting.    As 
stated,  a  knowledge  of  corporation  accounting  is  becoming  more  necessary 
because  of  the  increase  in  the  number  of  corporations. 

First:    Every  corporation  accountant  should  be  thoroly  familiar  with: 

1.  Plan  of  formation,  especially  how  to  secure  the  charter  and  sub- 
scriptions for  capital  stock. 

2.  Corporation  laws  that  control  the  operations  of  the  business. 
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Second:    Opening  entries  for  a  corporation: 

1.  When  stock  is  subscribed  for  bat  not  issued  until  paid. 

2.  When  stock  is  issued  immediately  at  the  time  subscriptions  are 
received. 

8.  When  stock  is  issued  in  direct  exchange  for  cash. 
4.  When  stock  is  sold  for  proiwrty  other  than  cash. 

Third:    Need  fOT  special  corporation  books: 

1.  Subscription  Ledger. 

2.  Installment  Ledger. 
8.  Capital-Stock  Ledger. 
4.  Stock-Certiilcate  Book. 
6.  Stock-Transfer  Book. 

6.  Minute  Book. 

7.  Dividend  Book. 

Fourth:    Special  accounts  used  in  corporations: 

1.  Capita]  Stock. 

2.  Subscription  to  Stock. 

B.  Capital  Stock  Subscribed. 

4.  Treasury  Stock. 

6.  Premium  on  Capital  Stock. 

6.  Surplus. 

7.  Dividends. 

Fifth:    Various  kinds  of  stock: 

1.  Far-Value  Stock  and  No-Par-Value  Stock. 

2.  Preferred  and  Conunon  Stock. 

8.  Treasury  Stock  and  Unissued  Stock. 
4.  Bonus  Stock. 

Sixth:    Special  consideration  of  certain  corporation  accounts: 

1.  Is  capital  stock  account  a  liability? 

2.  Purpose  of  surplus  account. 

8.  Capital  surplus  for  special  profits. 

4.  Declaration  and  payment  of  dividends. 

5.  How  to  handle  premium  and  discount  on  sale  of  stock. 

Seventh:    Special  features  of  corporation  statements: 

1.  Balance  sheet  with  classification  of  surplus. 

2.  Profit  and  loss  statement  with  analysis  of  surplus  and  dividends. 

You  will  find  this  summary  of  practical  value  in  solving  the  following 
problems. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  2p 

1.  The  Standard  Supply  Ck)mpaiiy  has  just  been  organized^  You  find 
the  foUowing  information  from  Uie  various  records. 

The  charter  shows: 

Capital  Stock  Authorized: 

Preferred.  500  shares,  $  50,000.00. 
Common,  1,000  shares,  $100,000.00. 

The  minute  book  shows: 

(a>  One-half  of  the  stock  of  each  class  is  to  be  issued  at  this  time. 

(b>  The  directors  have  agreed  to  purchase  a  factory  buildin^r  and 
the  land  on  which  it  is  situated  from  A.  J.  Andrews,  giving 
him  a  certificate  for  300  shares  of  common  stock  in  exchange 
for  the  deed  to  the  property. 

The  subscription  ledger  shows: 
Subscriptions: 

L.  M.  Drake,  100  Shares  Preferred,  50  Shares  Common. 
B.  R.  James,  50  Shares  Preferred,  50  Shares  Common. 
D.  P.  Crane,  100  Shares  Common. 
Certificate  to  be  issued  when  accounts  have  been  paid. 
The  cash  book  shows: 

The  balance  of  the  preferred  stock,  up  to  one-half  of  the  authorized 
amount,  has  been  sold  for  cash  and  certificates  issued. 
Make  journal  entries  for  these  transactions. 

2.  The  Western  Manufacturing  Company  has  an  authorized  capital  of 
$160,000.00  (par  value  of  stock  $100.00).  The  capital-stock  ledger  shows 
that  of  this  amount,  1,000  shares  are  outstanding  in  the  hands  of  stock- 
holders. 

The  minute  book  shows  that  the  directors  have  declared  a  dividend 
of  5  per  cent. 

The  general  ledger  shows  a  balance  in  the  Capital  Stock  Account  of 
$123,968.00.  Since  shares  are  not  issued  for  fractional  amounts,  this  bal- 
ance indicates  that  an  error  has  been  made.  The  bookkeeper,  unfamiliar 
with  the  difference  between  corporation  and  partnership  accounting,  has 
closed  profit  and  loss,  each  year,  directly  into  Capital  Account. 
Annual  profit  and  toss  from  the  first  year  to  date: 

1918__ $  6,146.00  loss 

1919. 2,720.00  profit 

.  11,883.00  profit 


1921 15,511.00  profit 


,l?r^/^ic 


Hake  the  necessary  joamat'  entries  as  follows: 

(a)  To  adjust  the  Capital  Account  and  set  up  Surj^Qs  Account. 

(b)  To  record  the  dividend  declared. 

(c)  To  record  cash  payment  of  dividend. 

8.  The  city  of  Dayton  donated  land,  worth  $25,000.00,  to  the  Chemical 
Corporation  Company,  on  condition  that  the  company  construct  an  addi- 
tional building  worth  $100,000.00.  This  the  company  did.  How  should 
this  transaction  be  entered  on  the  books? 

4.  The  Chicago  Trading  Company  asks  you  to  prepare  for  them  a 
trading  and  profit  and  loss  statement  for  the  year  ending  December  81, 
1921.  You  will  note  that  they  have  four  selling  departments  and  that 
their  accounts  are  so  classified  that  a  trading  statement  may  be  prepared 
for  each.  The  following  figures  are  furnished  ^^ou  and  may  be  assumed 
correct.  Use  your  ingenuity  to  prepare  an  exhibit  that  will  be  easy  for 
your  client  to  understand. 


Gross  Sales,  Dept  A , 

120,000.00 

"         "         "      C. -., 

14,200.00 

„  ,        616  JW 

"            "              "      D 

754)0 
8.418J)D 

..      .        8,202i)0 

"     "     "        "      D.   

Purdbsses,  Dept  A 

9,011.00 

19,022.00 

"             "     C                                     .         . 

IS.122.00 

floninp     RiilBri«<i 

"       Advertising    „ 

"        Miscellaneous 

Admlnistretive,  Salaries  

2,600.00 

„..      _       418-00 
..    ..         8,000.00 

?nnno 

The  merchandise  inventories  at  the  end  of  the 

year  were: 

"          c 

D. _.. 

13,288.00 

The  balance  sheet  surplus  at  the  beginning  of  the  year  was  $24,077.00, 
and  dividends  declared  during  the  year  were  $5,000.00. 
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A  LL  the  problems  of  business,  when  all  is  said  and 
^^  done,  get  down  at  last  to  the  bedrock  of  figures,  and 
only  by  intelligent,  scientific  analysis  of  figures  is  it  possi- 
ble to  reach  the  solutions  of  such  problems. 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  foOowinff  are  the  subjects  covered  in  the  first  section  of  the  oourse. 
In  botd-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statoncnt 

3.  The  General  Ledffer 

4.  CkBinv  the  Ledger 

5.  The  Journal 

C  CkHfav  the  Ledffer  by  Joomal  Entry 

7.  The  Cash  Journal 

8.  Merchandise  ReeordB— The  Purchase  and  Sales  Joomals 

9.  Sabdivfsini  of  the  Ledger 
10.  Odnmnifatlca 

IL  Pranissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Drierred  Items 

17.  Depredatimi  and  UncoDectiUe  Accounts 

18.  Partnership  Aeeounting— Formation — OperatiMi 

19.  Partnership  Accounting — ^DissolutiMi  ProUems — Joint 

Ventures 

20.  Corporation  Accounting — Formatien — Opoation 

21.  Corporation  Accounting — Reorganizations — ^Mergers 

22.  The  Voucher  Syston 

23.  Factory  Aeeounting— Manuftctnrlng  Statunent 

24.  Factory  Accounting — Perpetoal  Inventmy — Cost  Sheets 

25.  CbssiflcatiMi  of  Accounts 

26.  Single  EntrV 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  cohfakative  statements 

30.  Akalysis  of  Financial  Statements — General  RaviEw 
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CORPORATION  ACCOUNTING 
REORGANIZATIONS  AND  MERGERS 

If  yoo  were  to  trace  back  the  history  of  large  modem  corporations, 
you  would  find  that  many  of  them  have  undergone  some  change  in  organ- 
ization since  their  incorporation.  These  changes  have  been  made  for 
various  reason,  i.e.,  to  secure  additional  caiutal,  eliminate  competition,  or 
to  satisfy  creditors. 

For  example,  the  National  Biscuit  Company  was  incorporated  in  1908 
by  a  consolidation  of  the  American  Biscuit  and  Manufacturing  Company, 
the  New  York  Biscuit  Company,  and  the  United  States  Baking  Company. 
As  a  result,  its  business  has  prospered  to  such  an  extent  that  it  now  op- 
erates forty-two  separate  plants,  with  over  200  selling  agencies. 

The  Noiseless  Typewriter  Company  was  incorporated  in  Delaware  in 
1920,  to  succeed  the  Noiseless  Typewriter  Company  incorporated  in  1914 
in  Connecticut,  which  in  turn  was  the  successor  of  a  company  incorporated 
in  1909. 

The  Nash  Motors  Company  was  incorporated  in  1916,  as  successor  to 
the  Thomas  B.  Jeffery  Company,  Kenosha,  Wis.  The  Maxwell  Motor  Cor- 
poration was  organized  in  1921,  by  merging  the  Maxwell  Motor  Company 
and  the  Chalmers  Motor  Corporation. 

Countless  other  examples  might  be  presented  of  changes  in  corpora- 
tions. Perhaps  in  your  own  community  you  will  find  one  or  more  corpo- 
rations that  have  been  organized  from  one  or  more  existing  businesses. 
That  is  the  way  that  many  corporations  of  to-day  have  come  into  existence, 
namely,  by  reorganization  and  merger. 

Difference  Between  Reorganizations  and  Mergersi  When  a  corporation 
is  financially  embarrassed  or  is  unable  to  satisfy  its  creditors  promptly,  a 
reorganization  committee  or  a  receiver  may  be  appointed  to  reorganize  it 
and  manage  its  affairs  under  a  new  plan.  In  this  way,  creditors  can  expect 
to  realize  on  their  claims.  When  the  business  is  thus  continued  under  new 
management,  it  is  called  a  reorganization.  If  the  business  is  liquidated, 
the  assets  are  sold  and  the  proceeds  divided  among  the  creditors. 

When,  however,  a  corporation  is  combined  or  consolidated  with  one  or 
more  corporations,  the  combination  is  called  a  merger.  In  the  case  of 
merger,  one  of  two  conditions  may  exist. 

1.  Consolidation.  All  the  combining  corporations  are  dissolved  and  a 
new  corporation  is  organized.  For  example,  the  Mitchell  Motors  Company 
was  organized  in  1916  by  combining  the  Mitchell-Lewis  Motor  Company 
and  the  plant  of  the  Mitchell  Wagon  Company.  The  combination  resulted 
in  an  entirely  new  corporation. 
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2.    Absorption.    One  of  the  merging  corporations  continues  to  exist, 

■  by  merely  absorbing  the  other  corporations.    For  example,  the  National 

Carbon  Company  of  New  York  bought  the  assets  of  the  National  Carbon 

Company  of  N.  J.    The  result  was  that  the  New  Jersey  Corporation  was 

absorbed  by  the  New  York  concern. 

Accounting  Procedore  for  Reor^nizations  and  Mergers.  Some  reor- 
ganizations and  mergers  are  naturally  much  more  complicated  than  others. 
The  more  involved  combinations  will  be  taken  up  in  one  of  the  more  ad- 
vanced assignments.  In  this  assignment  we  will  consider  only  the  simpler 
reorganizations  and  mergers.  Whether  involved  or  simide,  tiiie  accounting 
procedure  in  each  case  should  follow  two  steps: 

1.  Obtain  all  the  facts  of  the  reorganization  or  merger. 

2.  Make  all  the  necessary  entries  to  record  these  facts. 

In  obtaining  the  facts,  the  accountant  should  not  only  consult  the  rec- 
ords, but  he  should  also  secure  information  from  such  sources  as: 

1.  Minutes  of  board  of  directors. 

2.  Terms  of  mergo:  agreement. 

8.  Plans  of  reorganization  as  outlined  by  the  promoter  and  the  banks 
that  expect  to  finance  the  reorganization,  etc 

As  far  as  the  facts  themselves  are  concerned,  the  problem  is  one  of 
valuation,  which  is  preliminary  to  the  problem  of  accounting.  Appraisals 
must  be  made  by  experts,  agreements  are  made  by  directors  and  stock- 
holders, and  reorganizations  are  planned  by  committees  of  creditors  or 
stockholders  and  promoters;  all  of  this  is  done  before  the  accountant  be- 
gins his  work.  Whatever  facts  are  determined,  however,  he  must  take 
these  into  consideration  when  making  his  entries,  so  that  they  will  conform 
to  the  facts. 

In  order  to  illustrate  the  proper  accounting  procedure  in  such  cases,  we 
will  present  three  problems,  one  of  reorganization  and,  two  of  mergers,  to- 
gether with  tiieir  solutions.  These  problems  as  stated  before  are  simple 
and  uninvolved  cases. 

PROBLEM  1 
Rem^anizatiMi  of  a  Corporation.    The  following  problem  is  taken  over 
with  scone  modification  from/  a  Massachusetts  C.  P.  A.  examination.    It  is 


BALARCE  Sntt 

D«c.  31.  1931 

Ctab 

AecouDti  B<Mlvibl«.   .   .   . 

In*«ata«DU 

iMtntoiT 

Pixtim* 

.   .  t  13,188.00 
.   .      71,337.00 
.   .      13,950.00 
.   .       83,813.00 
.    .       46,880.00 

LlibUitiH 
AscoudU  P»yrtU 

.  ««3.oeo.oo 

Capitil  Stock 

S^lu. 

50,000.00 
SS.4ST.00 

S3JT,G57.00 

•aiT.UT.OO 
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typical  of  reorganizations,  and  illustrates  well  the  numerous-  facts  that 
must  be  considered  in  such  cases. 

A  corporation  with  the  foregoing  balance  sheet  as  at  December  SI, 
1921,  is  placed  in  the  hands  of  a  receiver. 

An  examination  of  the  books  discloses  the  following: 

Accounts  Receivable  are  revalued  as  follows: 

Contnctid  in  1S31 161,822.00  eBtimatad  to  shrink  SSOO.OO 

"  1920 B,71B.OO          "            <•        o            2i% 

"  1819 3,180.00          "            "         -            n% 

"            prior  to  ISlt  lO.SlO.OO  all  bad 

The  investments  were  considered  to  be  of  no  value.  The  inventories 
were  found  to  contain  unsalable  stock  to  the  amount  of  $7,526.00. 

The  fixtures  were  bought  as  follows: 

In  191*  t  8,118.00 

1818 8,002.00 

1816 a.lBO.OO 

1817 17,810.00 

1818 1,008.00 

1810 4,608.00 

1830 6,118.00 

1931 7,178.00 

•48,880.00 

Fixtures  are  estimated  to  last  ten  years,  and  no  depreciation  has 
been  entered  in  the  accounts.  Bills  for  goods  received  amounting  to 
f3,512.00  were  not  included  in  the  Accounts  Payable,  of  $62,060.00.  The 
receiver  decides  to  reorganize  the  business  with  a  capital  stock  of  $125,000 
divided  as  follows:  $50,000.00  common,  and  $75,000.00,  6%  preferred.  He 
offers  the  creditors  75  per  cent  of  their  claims  in  preferred  stock  and  25 
per  cent  in  common  stock.  This  is  accepted  by  creditors  holding  $60,000.00 
worth  of  notes,  and  $40,000.00  worth  of  claims  on  open  accounts.  He 
offers  the  stockholders  in  the  old  corporation  one  share  of  common  stodt 
in  the  new  corporation  for  every  two  shares  in  the  old  corporation.  This 
is  accepted  by  all  of  them. 

Prepare  the  following: 

1.  Adjusting  journal  entries 

2.  Adjusted  balance  sheet 

3.  Entries  to  effect  reorganization 

4.  Balance  sheet  of  new  corporation 


Ai^i^^pyiPl  <£f»f^i^le 


SOLUTION  TO  PROBLEM  1 
1.  Adjusting  Journal  Entries 

ADJTiSTHiHTS  TO  BAURCB  SHKIT  OF  DEC.  31.   1S31. 
SurploB  114,813.75 

n  Accounts 


)ita«ntg  ibicb  a 


Sorplui K0.08a.70 

RBBBira  for  Dopnciition 130,083.70 

The  abovB  entry  U  to  criaia  »  rteer** 
for  dspreciation  of  fiituria,  bissd 
upon  a  life  of  ten  jeire. 

Purchases  of  fixtures  and  corresponding  depreciation  are  as  follows: 

Tsar  Purcbaaed  Coat  Depreciation 

1914 •  S. 115. 00  ■  4,093.00 

1915 3,003.00  2,101.40 

1816 3, ISO. 00  1,390,00 

1917 17,810.00  8,905.00 

1918 1,005.00  403.00 

1919 4,505-00  1,351.50 

1930 6,115.00  1,333.00 

1931 7.178.00  717.80 

148,880.00  830,083.70 


AccountB  Payable  

To  bring  on  the  booki  tha  correaponding 
liability  for  gooda  bougbt  and  included 
in  tha  inventory. 

2.  Adjusted  Balance  Sheet 

ADJBSTgP  BAUHCE  SHBET  Dae.   31,  1931. 


Aasata 

Cash 

Accounta  Becaivable.   . 

Intentory 

Piiturea  

.  •  13,188.00 

.      60,717.00 

76,787.00 

46,880.00 

4. 398. 45 

■199,968.45 

Liabililiaa 

AccoDnta  Payable  .... 

lotea  Payable 

Btaarra  for  Bad  Debta.   . 
Beaerve  for  Depreciation 
Capital  Stock 

185,573.00 
80,000.00 
4,313.75 
30.089.70 
60.000.00 

■199,968.45 

*a 
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3.  Entries  to  Effect  Reo^ranization 

Kotaa  Piyiblg 160,000.00 

Accoants  Pajabis  .  tD,ODO,00 

CapiUl  Stock,  Prafarred 

Capital  Stock,  Coaaon 

Craditon  ai-a  orferad  75  per  cenl  of  thair  claios  in 
prafarred  atoek  and  2S  par  cant  in  cdhbod  ttack.    Thia 
offer  ie  acceptai  by  tbe  holdera  of  the  notaa  pajrabla, 
and  br  MO, 000. 00  of  tha  book  craditora. 

Capital  Stock  (old  coapanr) SSO.OOO.OO 

Capital  Slock,  ComDn 

Surplna  ■. 

Stockholdara  ia  Uie  old  coupao;  are  offarad  one  akare 
of  cooBOD  atock  in  tha  na*  conpaa;  for  «*er]r  two  ebaras 
which  thaj  now  hold.    Tbia  offer  ia  accepted  b;  all 
stockholdara. 

4.  Balance  Sheet  <rf  New  Corporation 

NEW  CORPORATION 

BAULHCE  SHEET.   Dec.   31,   ISai. 


Aaaats 

Caah 

Accounta  RacelTibla.   . 

Inyentorj 

Fiituraa  (coat).   .   .   . 

.  S  I3,1SS.D0 
60,717.00 
75,787.00 

.      46,880.00 

Liabilitiaa 

Accounta  Pajabla   .    .    .    . 
Heeerre  for  Bid  Debta.   . 
Beaerre  tor  Dapraciition 
Cepital  Stock,  Praforrod 
CapiUl  Stock.  Conaon.   . 
Surplus 

1  25,572.00 
4,313.76 
20,032.70 
75,000.00 
50,000.00 
30.603.65 

■195,573.00 

1185,973.00 

In  this  problem  you  will  notice  the  facts  that  must  be  considered  first 
by  the  accountant  before  he  makes  his  entries.  Each  item  is  inroperly 
analyzed  before  it  is  recorded  in  the  books. 

1.  The  shrinkage  in  Accounts  Receivable,  Investments,  and  Inven- 
tory must  be  recorded. 

2.  The  depreciation  of  fixtures  must  be  shown  on  the  books. 

8.  The  Accounts  Payable  Account  must  be  adjusted  to  include  the 
bills  that  have  been  omitted. 


The  Consolidation  of  Four  Corporations.  The  following  problem  illus- 
trates a  merger  by  consolidation: 

On  Jal7  1,  1922,  the  corporations  83  listed  below  agree  to  consolidate  under  the 
name  of  the  "Southern  Cotton  Products  Company."  The  new  corporation  is  to  have 
an  authorized  capital  stock  of  $2,000,000.00,  of  which  $1,200,000.00  is  preferred  and 
$800,000.00  common  stock,  both  classes  having  a  par  value  of  $100.00  per  share. 


^-^Tl^c^H' 


The  stock  is  to  be  distributed  among  the  four  companies  and  the  pro- 
moter as  follows: 

Imbsr  of  Shin* 

Frafsrrad  Cowan 

Hvirda  Co 6,000  300 

PriDkUn  Co S.fiOO  UO 

Goodwin  Co 1,700  '  300 

Hirriion  Go l.BOO  300 

T.  3.  Ron,  ProBoter 300  300 

To  bo  Sold 6,360 

13,000  8,000 

It  is  also  agreed  that  each  of  the  companies  is  to  pay  its  own  liabilities 
before  the  merger  takes  place.  The  asset  and  capital  stock  accounts  of  the 
four  concerns  after  the  creditors  have  been  satisfied  will  have  the  follow- 
ing balances: 

Uwirdi  Co.  Franklin  Co.  GoodTla*Ca.  LHirrlion  Co. 

Caali 110,000  134,000  136,000               133.000 

MarcbiDdiB*   130,000  60,000  40,000               60,000 

BquipBanl  80,000  60,000  60,000               86,000 

Beil  EaUts 360,000  64,000  30,000               36,000 

CapiUl  Stock 160,000  ISO, 000  160,000             100,000 

Entries  Necessitated  l^  Merger.  The  accounting  work  necessary  to 
carry  out  the  merger  as  set  forth  above  consists  of  two  parts: 

(a)  Entries  for  closing;  the  books  of  the  old  companies. 

(b)  Entries  for  opening  the  books  of  the  new  corporation. 


SOLUTION  TO  PROBLEM  2 

(a)  Entries  for  Closing  the  Botdcs  of  the  Old  Companies.  It  is  first 
necessary  to  determine  the  profit  or  loss  realized  by  the  four  concerns  on 
the  sale  of  their  business.  The  following  chart  shows  clearly  how  this 
calculation  is  made,  which  may  be  briefly  expressed  in  the  formula: 

Purchase  Price  —  Net  Worth  :=  Capital  Profit  or  Goodwill. 

Edwards  Co.  Franklin  Co.  Goodwin  Co.  Harrison  Co. 

Purchase  Price   .t630,00O  $804,000  $200,000  $190,000 

minos 

Total  Assets  .- 480,000  198,000  146,000  124,000 


eqni 
Coital 


Profit   $150,000  $106,000  $  64,000  $  66,000 


Upon  the  basis  of  this  calculation,  the  following  entries  will  be  made 
on  the  books  of  each  company  for  setting  up  the  profit  and  then  closing 
the  books.  You  will  notice  here  that  the  capital  profit  is  not  set  up  as  an 
asset  on  the  books  of  the  selling  corporations.  It  will,  however,  be  set  up 
on  the  books  of  the  new  corporation  as  one  of  the  assets,  since  it  represents 
an  investment  on  their  part. 
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CloBing  Entries  for  Edwards  Company  are  as  follows: 

Jnlr  1,  1939    Soatheni  Cattaa  Products  Coapanj.  .      1630,000 

Caah S  30,000 

NarcbaDdlit 120,000 

Bqaipaenl 80,000 

Bail  Ittitt 350,000 

SurplDi  (Profit  on  Sals)  ....  160,000 

Chirgins  the  Southern  Cotton 
Prolncta  ConpiDy  wiUi  rilaa  of 
■iieti  turned  orar,  cloainK 
tBiat  acconuti. 

July  I,  1933    Preferred  Stock  of  Southern  Cotton 

Froducta  Coapany U00,000 

CoMiDD  Stock  of  Southern  Cotton 

Producte  Goapanr  SO, 000 

Soothem  Cotton  Product*  Cospanj  1630,000 

CUiing  Soutttom  Cotton  Product* 

Coapanr'a  acconnt,  •■  a  remit 

of  their  paiDent  in  full  of 

acconnt  hj  tranafer  of  6,000 

■haras  of  praferred  and  SOO  of 

coHDon  itock  of  the  Soathom 

Cotton  Product*  CoDpan;. 

Jnlr  1,  1933    CapiUt  Stock 1150,000 

Surplus  <B0,000 

Preferred  Stock  of  Souihom  Cot- 
ton Product*  Conpanj HOO.OOO 

Gomon  Stock  of  Southern  Cotton 

Producta  Conpau;  30,000 

Galling  in  old  atock,  and  cao- 
coling  it,  givius  ia  eichango 
the  equiviUnt  of  4  ibire*  of 
praferred  and  1-5  ahara  of  coBMn 
of  the  Southom  Cotton  Product* 
Coapany  otock. 

Since  it  is  impossible  to  give  1/5  of  a  share,  except  when  firaetional 
rights  are  issued,  some  arrangement  would  probably  be  made  by  the  offi- 
cials of  the  Edwards  Company  to  dispose  of  the  common  stock  to  calain 
of  the  shareholders  on  a  definite  basis  in  lieu  of  preferred  shares.  As  a 
matter  of  practice,  these  shares  are  usually  surrendered  by  the  old  stock- 
holders direct  to  the  office  or  agents  of  the  new  corporation,  without  hav- 
ing the  stock  of  the  new  concern  come  into  possession  of  the  officers  of  the 
old  concern  for  distribution.  The  entries  are  shown  that  way  merely  for 
analytical  purposes. 

The  closing  entries  for  the  Franklin  Company  are  as  follows: 

Jul;  1,  1B33    Southern  Cotton  Product*  Conpanj.   .  1301,000 

data ■  34,000 

Uarchindlae 50,000 

Equipment 80,000 

Real  BaUte 64,000 

Surplus— Capital  Profit  ....  106,000 

Jalj  1,  1933    Preferred  Stock,  Southern  Cotton 

Product*  Conpan;  (350,000 

Couddd  Stock  of  Southara  Cotton 

Prodncta  Conpanj  54,000 

Southern  Cotton  Prodocts  Goapan;  1804,000 


Awlgiuimit 


l^.^§k 


Jnl;  1,  1SI3    CipiUl  SUck 1110,000 

SoTTlni  134,000 

Fraferrtd  Stock,  Southsro  Cotton 

Frodacti  Coapinj ISM.OOO 

CoMon  Stock,  Sontborn  Cotton 

Product*  Caapanr H,000 

The  closing  entries  for  Goodwin  Company  will  be: 

Julr  1,  1S33  Southsra  Cotton  Product!  CoBORn;.  .  1300,000 

C»Bh 138,000 

Horcbandita 40,000 

Equipaant SO, 000 

Baal  EaUto 30,000 

Sarplua — Capittl  Profit  ....  51,000 

Jnlj  1,  1933    Pcofarrad  Stock,  Sonthorn  Cotton 

Producta  Coapinj  1170,000 

Co^n  Slock,  Sontban  Cotton 

Product*  CoBpaoj  30,000 

Southarn  Cotton  Frodncta  Coapinr  1300,000 

July  1,  1933    Cipitil  Stock  1150,000 

Surplua  50,000 

Prafarrad  Stock,  Santhorn  Cotton 

Producta  CoBpanr 1170,000 

Coaon  Stock,  SouUiani  GoUod 

Producta  Company 30,000 

Surplus  is  debited  with  $50,000.00  instead  of  with  ¥64,000.00,  because 
the  Goodwin  Company  had  a  $4,000  deficit.  The  net  balance  of  the  Sur- 
plus Account  therefore  is  $50,000.00. 

The  closing  entries  for  the  Harrison  Company  are: 

Julr  1,  1933  Sontban  Cotton  Producta  CoBptnj.  .  tlSO.OOO 

Caah I  33,000 

Karchandiae 30,000 

Equipaent 36,000 

Raal  EstatB 30,000 

Surplus  — Capital  Profit  ....  69,000 

Julj  1,  1933    Prafanad  Stock,  Southani  ColUn 

Producta  Compan;   1160,000 

Cooaon  Stock,  Southarn  Cotton 

Producta  Compan;  30,000 

Southarn  Cotton  Producta  Conpanj  (190,000 

July  1,  1033     CapiUl  Stock 1100,000 

Surplua  00,000 

Frofarrad  Stock,  Souiborn  Cotton 

Producta  Campan; 1160,000 

Coomo  Stock,  Soutbem  Cotton 

Frodacta  Conpanj 30,000 


(b)  Entries  for  Opening  Books  of  New  Corporation.  We  are  giving 
here  the  opening  entries  as  they  would  appear  on  the  books  of  the  new 
corporation.  This  is  done  mainly  so  that  you  may  see  how  the  books  of 
both  the  buying  and  selling  concerns  are  affected. 
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July  1,  IftSS    nnliiuad  Prsfamd  Slock tl,300,000 

UniBBuad  GnrnioD  Stock SOO.OOO 

Capital  Stock  Aathorited: 

Praferred  

CoDmcD --.-. 

Satting  np  Aatboriied  Cipittl  Stock. 


July  1,  1933    Snbacribara  to  Frafarrad  Capital 

Stock 11,300,000 

SabacriliarB  to  Conwiii  Capital  Stock        lU.OOO 

nniasuad  Prefarrad  Stock  ....  SI, 300, 000 

Dniisvad  ConwiD  Stock 104,000 


Julr  I,  1933     Caib •      30,000 

Narcbaodiae  .   .   130,000 

Btaipaant  80,000 

Eaal  Batata  350,000 

Goodilll 180,000 

Idwtrda  Co.,  Vandon 

Jalj  1,  1933     Caab •      34,000 

Herchandiaa  SO.OOO 

Iquipaant  00,000 

Roal  Batate H,000 

Goodwill 106,000 

Franklio  Co.,  ToDdora 

JolT  1,  1933    Caab I      36,000 

UarcbaDdiaa  40,000 

BqniiWDt 60,000 

Baal  EaUta 30,000 

Goodwill H,000 

Goodain  Co.,  Tandora  

Jnlrll.ll93a    Caab ■      33,000 

Harcbandiae  30,000 

Bqui^ant 36,000 

Seal  BaUta 36,000 

Goodwill 66,000 

HarriioD  Co.,  Tandora 

Bacb  of  tlia  laat  four  conpound 
•ntriaa  ia  to  racord  purcbaaa  of 
propirtlaa  froa  tba  vendor 
eonpaniaa. 


Jolv  1.  1933    Bdwirda  Co I  030,000 

Franklin  Co 304.000 

Goodwin  Co 300,000 

BarriaoD  Co 190,000 

Subacribera  to  Frafarrad  Capital 

Stock  

Subacribara  to  Comod  Capital 
Stock  

Sotting  aubscriptiona  off  against 
opan  accounts  of  vandora. 
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Jnlr  1,  int    OrsMiiation  bpsiia f    40,000 

Sabacribsn  it  Pnfamd  Ctpiul 

Stock S    SO.OOO 

Snbicribari  to  Coiaoii  Ctpittl 

Stock 30,000 

Sobfcription  of  praaotar,  I.  S. 
Bom,  chirgad  t«  or|tniiitio> 
•xpoDio,  baeautt  paid  for  in 
■arrica  in  orgaaiiiBg  nt« 

Jnlr  1>  1K3  Sabacribara  to  GoMon  CtpiUl  Stock   1031,000 

Oniaauad  CoMon  Stock f  Ufl.OOO 

Miacallanaoua  anbacriptioBf  to 
ConaoB  Stock. 

Julr  1,  IBia  Ctah 1616,000 

Subacribarf  to  Coimo  Capital 

suck geSB.OOO 

Hiacollanaona  anbacripttona  paid  in 

ciah. 

The  opening  entries,  as  you  note,  include  the  goodwiU  of  the  four  cont- 
bining  corporations  as  an  asset.  This  is  proper  becaose  tixe  new  corpora- 
tion has  bou^t  this  goodwill.  The  organization  expense  of  $40,000.00  is 
set  up  as  a  deferred  charge  to  be  written  off  during  the  next  few  years. 
This  is  usually  advised  so  that  the  value  of  the  asseto  may  not  be  inflated. 
You  will  also  notice  that  preferred  and  common  capital  stcx^  are  recorded 
in  separate  accounts.  This  should  always  be  done  for  statistical  purposes. 
After  all  the  entries  are  posted,  the  capital  stock  will  appear  in  two  groups 
of  accounts: 

1.  Authorised  Capital  Stock — Common  and  Preferred  credit  balances. 

2.  Unlasued  Capital  Stock — Common  and  Preferred  debit  balances. 

There  is  no  account  for  capital  stock  issued.  But  the  amount  of  stock 
issued  or  outstanding^  may  be  determined  by  deducting  the  debit  balance 
in  the  Unissued  Capital  Stock  accounts  from  the  credit  balance  in  the 
Authorized  Capital  Stock  accounts.  This  deduction  will  usually  be  shown 
in  the  balance  sheet. 


Corpwation  Hei^:ed  by  Absorption.  The  entries  for  a  merger  by  absorp- 
tion consist: 

1.  Of  closiiv  entries  on  the  books  of  the  old  corporation. 

2.  Of  entries  for  new  assets  and  liabilttieB  on  tlie  books  of  the  baying^  corpo- 
ration. 

In  such  a  case  assets  axe  often  revalued  at  a  lower  amount,  as  in  the 
following: 

On  December  31,  1921,  the  Walker  Trading  Company  had  total  assets 
of  $150,000.00,  total  liabilities  of  $35320.00,  capital  stock  issued,  $75,000.00, 

Assignment  21,  Page  10  ^  i 

Digitized  by  ^OOQIC 


and  surplus,  |S9,680.00.    It  decides  to  buy  out  the  Smith  Gcnporatioti, 
whose  bfllance  sheet  on  December  81, 1921,  appears  thus: 

SMITH  CORPORATION 

BAUiret  3Bin.  Pac  M,  laai. 


C»h 

Icconntt  Bae«i*ibl( 
Hoti*  Bftctlfibli  . 
Narcbiadiis.  .  .  . 
BalUiDB  ind  Und. 
Piitnrtt  


1,1100.00 
7,000.00 
3,000.00 


iecsanta  Fajablt |  6,000.00 

Capittl  Stock 38,000.00 

Bnrplui S.OOO.OO 


The  terms  of  purchases  are  as  foUows: 

1.  Accounts  Receivable  are  valued  at  011I7  $6,000.00. 

2.  $2^000.00  worth  of  the  merchandise  is  considered  unsalable. 

3.  $600.00  of  the  notes  receivable  and  uncollectible. 

4.  The  Smith  Corporation  value  their  goodwill  at  $10,000.00. 

6.  The  stockholders  of  the  Smith  Corporation  are  to  turn  in  their  stock  and 
receive  $100.00  bonds  inm  the  Walker  Trading  Company,  in  return  for 
the  shares  of  stock. 

6.  The  Walker  Trading  Company  agrees  to  assume  all  the  liabilities  of  the 
Smith  Corporation,  as  shown  on  the  balance  sheet  of  Dec  81,  1921. 

SOLUTION  TO  PROBLEM  3 
First  of  all  the  adjusting  and  closing  entries  must  be  made. 

1.  Journal  Entries  are  made  on  the  books  of  the  Smith  Corpora^ 
tion  thus: 

D«c.  31,  1931    Surplus 13,500  00 

Iccounta  BttctiTabls  (1,000,00 

Kar«lMDdi*e 3,000.00 

■ou*  Btctivabla SOO.OO 

To  racord  tha  losaaa  od  laaata. 

Dec.  31.  1921  Valkar  IradiDg  Conpanr HG, SOO.OO 

Caah t  1.500.00 

AccODDla  Baealnbla 6,000,00 

lotea  Recaivibla I, GOO. 00 

Harcbandiaa  10.000.00 

Bnildiog  (ud  Land  IS. 000. 00 

Fiiluraa SOO.OO 

To  cloaa  tbe  aaaat  acconnta. 

Dae.  SI,  1931  Account*  Pifabla  16,000.00 

Halfcar  Trading  CoBpany U,000.OQ 

to  cloaa  tha  liabilitiaB. 

Dae.  SI,  1931  VaUar  Trading  Compaajr glO.DOO.OO 

Borplua  glO.OOO.OO 

To  rocord  tbe  profit  on  aala  far 

goodaill. 

t  21,  J*u:«  11  I 

Digitized  by  ^OOQIC 


Dae.  31,  1B31    Wilkar  Trading  GiMpinr  Bondi  .   .   .  •M.SM.OO 

Ualkar  Iniing  Cvmt»itj HS.GOO.OO 

lo  racord  raceipt  af  bonds  froa 
Wilker  Trading  CdihiidT' 

Dee.  31,  1S31    CipiUl  Stock SSG.OOO.M 

Sorplus 14,S0O.OO 

Ualkar  Trtdlng  Conpan;  Bondi.   .  119,500.00 

To  doaa  tha  capilil  and  inrplui 
lecounba,  and  to  aboi  tba  dia- 
tribution  of  bonda  aoaiig  tha 
■tockboldara  of  the  Soltb  Cor- 

foratian. 

2.  The  Journal  Entries  on  the  books  of  the  Walker  Trading  Com- 
pany are  also  given  to  make  the  solution  compete: 

Dec.  31,  1931  Caah I  1,500.00 

Accoanta  Receivable 4,000.00 

Hotea  BaeeiTable  3,600.00 

Karcbandisa 10,000.00 

BuildlDE  and  Land 35,000.00 

Fiitnrea  SOO.OO 

Goodvill  10,000.00 

Saitb  CoTpontion S5t, SOO.OO 

To  record  tbe  asaatt  porcbaead. 

Dec.  31,  1931    Saitb  Corporation 16,000.00 

AccouDta  Payable 16,000.00 

To  record  tha  liabilitiea. 

Dec.  31,  1931    teitb  Corporation tl9,500.00 

Bonds  Fajable  119,500.00 

la  ahow  tba  iasua  of  Bonda. 

Revaluation  of  Assets  in  Case  of  Merger.  When  one  corporation  buys 
out  another,  as  in  the  preceding  problem,  the  buying  corporation  usuaUy 
revalues  the  assets  and  liabilities  that  it  expects  to  take  over.  This  is 
either  done  by  an  appraisal  committee  or  by  an  expert  appraiser. 

For  example,  in  our  illustration  certain  assets  were  revalued  at  a  lower 
amount.  That  is  why  the  book  values  of  the  Smith  Corporation's  assets 
were  corrected  by  the  adjusting  journal  entries.  The  Walker  Trading  Com- 
pany also  accepted  the  revaluation  and  entered  the  assets  on  their  books 
at  the  new  valuation.  Thus  you  see  the  valuation  problem  is  of  consider- 
able importance  in  case  of  mergers,  in  that  it  determines  the  entries  to  be 
made  on  the  books. 

IMPORTANT  POINTS  IN  TfflS  ASSIGNMENT 

This  assignment  is  intended  to  give  you  an  introduction  to  the  problems 
of  reorgani2ation  and  mergers  of  corporations. 

The  fuller  treatment  is  reserved  for  later  assignments  on  holding  com- 
panies and  consolidations. 

We  have,  however,  explained  and  illustrated  certain  fundamental  ac- 
counting principles  that  are  applied  in  reorganizations  and  mergers.  These 
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same  prindplefl  will  appear  lata  in  the  more  complicated  cases.    That  is 
why  it  will  pay  you  to  fix  these  principles  in  mind  now. 

For  example,  you  ought  to  master  the  following  points: 

First — In  reorganization  and  mergers,  the  accountant  mast  do  two 
things. 

1.  Gather  all  the  facts. 

2.  Make  the  entries,  so  that  they  will  conform  to  these  facts. 

Second — In  reorganization  problems  two  things  must  be  considered. 

1.  Settlement  with  creditors. 

2.  Reorganization  expense. 

Third — In  mergers,  two  conditions  may  exist. 

1.  Merger  by  consolidation. 

2.  Merger  by  absorption. 

Fourth—Goodwill  is  determined  by  deducting  the  net  worth  from  the 
purchase  price. 

Fifth— Goodwill  is  entered  as  a  capital  profit  on  the  books  of  the  sell- 
ing concerns,  and  as  an  asset  on  the  books  of  the  new  corporation. 

With  these  main  points  mastered  you  are  ready  to  set  up  the  solutions 
for  the  following  problons. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  21 

1.  Mr.  Allen  holds  50  shares  of  a  total  issue  of  5,000  shares  in  his 
corporation.  At  the  time  of  combining  with  another  concern  to  form  a 
new  cotporation,  goodwill  was  valued  at  $80,000.  How  does  Mr.  AUen 
benefit  mtm  this  new  asset  of  f  80,000?  What  is  the  nominal  amount  of 
his  benefit  in  this  case? 

2.  A  corporation  about  to  ccaisoUdate  with  several  others  has  net 
assets  valued  on  the  books  at  $116,000,  capital  stock  being  $90,000.  The 
new  corporation  takes  it  over  at  $140,000.  What  value  apparently  was 
placed  on  goodwill?  After  this  goodwill  was  set  up  what  was  the  balance 
of  the  Surplus  Account  just  before  closing  the  books  of  the  old  concern? 
Show  all  calculations. 

8.  A  and  B  are  equal  partners  in  a  trading  concern,  each  having 
Invested  $6,000.00  on  January  1,  1921.  On  December  81,  one  of  the 
partners  took  off  the  following  trial  balance  before  closing  the  nominal 
accounts. 


TRIAL  BALANCE— Dec  81,  1921 


Cuh  . 


Accounts 


Purnltor*  uid  nxtiu«a..„ 

Dellvvrv  Equipment 

Notes  Receivable 

Building 

-    MIlTer 


P.  Taylor  .. 
A  Capital  _ 


e  closing) 

Debits 

I     790.00 

1,280.00 

2,595.76 

1,494.26 

9,000.00 

200.00 

800.00 


L.  WrWit  „ 

New  York  Supply  Company 
Purchase!  . , — . 


8,600.12 
2,6&4.10 


t  6,000.00 

S/WOJW 

lOOM 

60.00 

IfilOM 

9,704.22 


Before  the  balance  sheet  and  profit  and  loss  statement  can  be  prepared, 
the  following  items  should  be  considered: 


Allowance  for  Deprvciation: 

For  Furniture  A  Fixtui«s. 

For  Delivery   Equipment.- 

For  Building  .. 


120J» 
400M 
226J» 
175J» 


Unexpired  Insurance 

(a)  Make  adjusting  joomal  entries  prcpantory  to  dosiiig  the 
books. 

(b)  Set  up  the  balance  sheet  and  profit  and  loss  statement. 

4.  On  January'  2,  1922,  the  A  &  B  partnership,  described  in  pvoblon  S, 
agreed  to  consohdate  with  C  Company  under  the  name  of  E  Conviany. 

AasltMMBt  U,  Pan  14 


,y  Google 


The  C  Company's  balance  sheet  appeared  as  follows: 
C  COMPANY 

MLUCI  SHIR,  Dec.  31,  IMl 


Aaaatf 

Cith t  3,000.00 

Ijim  &  Co.     .   .  S400.00 

Jaaas  k  Co.  .  .     SOO.OO       900.00 

Building  IS.OOO.OO 

Itorchudlis 9,000.00 

CoodFlll  3,000.00 

LUbllitie 

icconnU  Pajabla: 

J.  Rom  h  Co.      . 
Hrii^t  1  Co.   .    . 

CapiUl  Stock  .   .   . 

Snrplui  

tod  CiiiUl 

■GOO. 00 
700.00  S  1,300.00 

....    30,000.00 
....       7,700.00 

138,900.00 

131,900.00 

The  E  Company  is  to  have  an  authorized  capital  stock  of  $60,000.00  of 
the  par  value  of  f  100.00  per  share. 

It  gives  200  shares  of  the  stock  for  the  business  of  A  &  B  partnership 
as  valued  on  the  books  of  the  latter,  Dec  81,  1921,  after  the  books  have 
been  adjusted. 

It  gives  SOO  shares  of  the  stock  for  the  business  of  the  C  Company  as 
it  existed  Dec  SI,  1921,  as  shown  by  its  balance  sheet. 

(a)  Set  up  all  the  journal  entries  necessary  to  close  the  ledger  of  the 
partnership  A  &  B  in  connection  with  the  sale  of  the  business. 

(b)  Fr^tare  all  journal  entries  necessary  to  close  the  books  of  the  C 
Company  in  connection  with  the  sale  of  their  business. 

(c)  Prepare  all  journal  entries  necessary  to  open  the  books  of  the  E 
Company,  providing  controlling  accounts  for  customers  and  creditors. 

(d)  Prepare  balance  sheet,  in  proper  form,  of  the  E  Company,  after 
the  entries  under  (c)  are  considered. 
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PRINCIPLES 
PRACTICE  an/ 
PROCEDURE 


Elements  of  Accounting  Practice 

Assignment  22 

THE  VOUCHER  SYSTEM 


"VTAN  efficiency  is  to-day  of  for  greater  importance 
■*  ■*■  than  the  further  development  of  efficiency  in 
machinery.  The  greatest  problem  before  us  to-day  is  not 

so  much  the  ^rther  improvement  of  machinery  as  the 
development  of  an  increased  efficiency  in  men. 

JAMES  LOGAN 

aWmum  «/ tiW  BMnf  ani  Gmcn/ Af OMfW 


LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  yon  now  have  on  hand.  Printed  in  lifter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  rearularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statencnt 

3.  The  General  Ledger 

4.  Closing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  The  Cash  Journal 

8.  Merchandise  Records — ^The  Purchase  and  Sales  Jonmab 

9.  Sobdivision  of  the  Ledger 

10.  Columnization 

11.  Prmnissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  AoxlUary  Bot^  and  BnsinesB  Papns 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depredation  and  UncoDcctiUe  Accounts 

18.  Partnership  Accounting — Formation — Operatim 

19.  Partnership  Accounting — Dissolution  Problems — Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21.  Corporation  Aecovnting — Ret^ganizations — ^Mergers 

22.  The  Voucher  System 

23.  Factory  Aeeoantiiv — ^Manufacturing  Statemmt 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  SiKGLE  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  AcEKcy  Accounts — Branches — Consignments 

29.  Compahative  Statements 

30.  Analysis  of  Financial  Statements — General  Review 
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THE  VOUCHER  SYSTEM 

A  maimfaeturing:  corporation  of  the  middle  west  grew  so  large  that 
the  accounting  department  found  it  necessary  to  adopt,  from  time  to 
time,  various  timesaving  devices  in  the  keeping  of  its  records. 

The  chief  accountant  had  already  introduced  special  journals  for  pur- 
chases and  sales  as  well  as  a  columnar  cash  book  and  controlling  accounts. 
These  journals,  of  course,  saved  considerable  time  by  eliminating  a  large 
amount  of  detail  posting  which  would  otherwise  have  been  necessary. 

As  the  number  of  customers  grew  larger,  it  was  also  decided  to  break 
up  the  subsidiary  sales  ledger  alphabetically  into  three  parts,  so  that  the 
work  of  posting  could  be  handled  by  three  clerks.  This,  of  course,  necessi- 
tated three  controlling  columns  in  the  sales  book  and  cash  book.  Such 
an  arrangement  took  care  of  the  increased  sales.  As  the  production  of  the 
concern  grew  larger,  purchases  of  materials  and  supplies  also  increased. 
The  company  found  it  necessary  to  buy  materials  and  supplies  from  a 
larger  number  of  creditors.  Many  of  these  purchases  were  for  small 
amounts,  and  most  of  them  were  paid  within  30  days'  time.  In  fact,  there 
were  over  150  active  creditors'  accounts  in  the  ledger,  most  of  which 
remained  open  only  for  a  very  short  time. 

Besides,  the  ledger  contained  almost  twice  as  many  closed  accounts 
with  old  creditors  from  whom  the  company  was  no  longer  making  pur- 
chases. The  result  was  that  the  general  ledger  was  gradually  becoming 
overcrowded  with  a  large  number  of  such  accounts. 

This  increase  in  the  number  of  purchases  affected  not  only  the  ledger 
but  also  the  purchase  journal.  The  purchase  journal  which  had  been  in 
use  up  to  this  time  was  found  to  be  inadequate.  The  trouble  was  it 
was  designed  to  take  care  only  of  purchases  of  material  and  supplies  on 
account.  All  other  purchases  on  account,  such  as  the  purchase  of  equip- 
ment, of  oifice  supplies,  gasoline,  tires,  and  many  other  simitar  expen<U- 
tures,  had  to  be  entered  in  the  general  journal  and  this  involved  a  great 
amount  of  detail  posting.  Small  bills  for  telephone,  coal,  electric  Sght, 
etc,  were  not  recorded  when  they  were  received.  They  were  meuely  filed 
and  then  entered  directly  in  the  cash  book  when  paid. 

Putting  it  briefly,  the  problem  that  confronted  the  accounting  depart- 
ment was  to  devise  some  means  of  handling  all  purchases  on  account  in  a 
more  effective  way,  so  that  the  needs  of  the  growing  business  would  be 
met  efficiently.  After  studying  the  situation  carefully,  the  chef  account- 
ant authorized  the  introduction  of  the  so-called  ''voucher  system." 

The  Vondier  System.  The  voucher  system  is  a  method  of  approving, 
recording,  and  distributing  all  expenditures  which  give  rise  to  accounts 
payable.  The  term  expenditures  includes  not  only  purchases  of  material 
and  supplies,  but  also  purchases  of  fixed  assets,  such  as  machinery,  deliv- 
ery equipment,  and  real  estate,  etc.    It  also  includes  all  items  of  expense. 
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which  are  not  generally  thought  of  as  purchases,  such  as  rent,  insurance, 
telephone,  wages,  etc  In  other  words,  the  voucher  system  expands  the 
ordinary  purchase  journal  into  a  record  which  contains  every  expenditure 
creating  an  account  payable.  The  purchase  journal  proper  is  not  designed 
to  take  care  of  all  such  purchases.  It  is  restricted  to  purchases  of  mate- 
rials or  merchandise.  The  expansion  of  the  purchase  journal,  so  as  to 
include  all  expenditures,  necessitates  the  use  of  additional  columns  for 
expense  and  asset  distributions.  This  expanded  journal  is  called  the 
voucher  register,  illustrated  in  Figure  4. 

The  voucher  system  includes  more  than  the  voucher  register,  however. 
It  provides  an  actual  approval  on  each  bill  or  invoice  presented  by  the 
creditor.  Before  entries  'are  made  in  the  register,  every  purchase  is 
recorded  on  a  voucher  which  is  made  out  for  each  creditor.  Payment  of 
this  voucher  is  then  authorized  by  the  financial  officer  and  it  is  filed  for 
payment  according  to  the  terms  of  the  purchase.  As  soon  as  the  voucher 
is  approved  it  is  recorded  in  the  register  mentioned.  This  does  away  with 
the  creditors'  accounts  in  the  general  ledger.  Instead  of  having  an  account 
for  each  creditor,  there  is  a  voucher  for  each  creditor,  covering  his  indi- 
vidual bills  or  invoices.  Since  the  voucher  is  made  out  before  the  amount 
is  entered  in  the  voucher  register,  we  shall  describe  the  voucher  first. 

The  Voucher  Defined  and  Explained.  In  a  broad  sense,  a  voucher  is  a 
statement  which  certifies  or  verifies  the  correctness  of  a  transaction. 
Any  document  which  sufficiently  identifies  a  payment,  a  credit,  or  a 
charge  to  the  proper  person  may  be  called  a  voucher.  Under  the  voucher 
system,  however,  the  voucher  is  a  more  or  less  formal  document  which 
shows  that  a  particular  bill  of  items  has  been  paid,  or  is  to  be  paid. 

A  separate  voucher  is  not  made  up  for  each  purchase  invoice,  but 
all  the  invoices  to  be  paid  to  a  creditor  for  a  definite  period  are  assem- 
bled into  one  voucher.  For  example,  the  voucher  illustrated  in  Figure  1 
is  for  three  invoices  from  Adams  &  Ellinger.  The  voucher  is  usually 
typed  in  duphcate  or  triplicate,  to  meet  the  needs  of  the  office.  In  the 
particular  voucher  illustrated,  the  original  is  called  a  voucher  check, 
because  it  is  a  voucher  with  the  check  attached.  The  duplicate  is  called 
the  office  voucher,  to  which  are  attached  the  invoices  it  covers.  On  the 
back  of  this  copy  are  written  the  amounts  to  be  paid  and  the  accounts 
to  be  charged.  The  triplicate,  when  used,  is  for  filing  under  the  name 
of  the  creditor. 

The  Voucher  Check.  The  voucher  check,  as  given  in  Figure  1,  con- 
sists- of  two  parts,  the  voucher  and  the  attached  check.  The  check  is 
very  much  like  the  ordinary  bank  check,  only  it  is  attached  to  the  voucher. 
When  the  check  is  properly  signed  and  recorded  in  the  check  register, 
iUustrated  in  Figure  5,  the  voucher  check  is  folded  and  mailed  to  the  party 
from  whom  the  purchase  was  made.  When  the  voucher  check  is  received, 
it  is  deposited  at  the  creditor's  bank. 

There  is  considerable  objection  to  this  method  because  it  often  gives 
too  much  publicity  to  the  transactions  for  which  the  check  is  issued,  and 
this  is  undesirable.  Moreover,  banks  object  to  the  folded  voucher  checks 
since  they  are  inconvenient  to  handle.  'To  eliminate  these  objections,  the 
voucher  check  is  now  usually  provided  with  perforations  between  the 
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check  and  the  voucher,  as  illubrated  in  Figure  1,  so  that  the  payee  can 
detach  the  voucher  before  depositing  the  check.  The  detached  voucher  is 
then  filed,  as  the  basis  for  the  entry  of  the  remittance  on  the  creditor's 
books. 


THE  SMITH  MOTOR  COMPANY 
Chic&go,  lUinois 


Pay  to  the  Order  uT: 


Voudter  tio..^ 
Check  No.  _J2_ 

T^..       JlQ.    II         lO  22 

•   3U.75 


Vtrt*  HiiDJreJ  Bighty-foar  ind  . 


To  the  FIRST  NATIONAL  BANK 
Chicago,  Illinois 


The  Smith  Motor  Compur 


Date 


Invoice 


CetaclTbeTore  depoaJting  cEeclT 


l/lS/33 


Motor  Pirti 

Ctatingi 

3appli«a 

TotiU 


The  att&ched  check  ie  in  full  payment  of  the  above  items  and  your  indorsenient  will  be 
considered  an  acceptance  as  such. 
If  oorrect,  detach  statement  for  your  reference. 

If  incorrect,  return  check  explaining  difference.  ,..  THE  SMITH  MOTOR  COMPANY 

Chicago.  Illinoia 


The  Voucher  Check 
Figure  1. — ^The  above  voucher  check  ie  sent  to  the  creditor  in  payment  of  account.  On 
the  back  of  the  check,  there  is  printed  in  a  blank  space  provided  for  the  indorsement, 
some  such  phrase  as:  "The  indorsement  of  Uiis  check  win  be  considered  an  acceptance 
in  full  payment  for  invoices  covered  by  it."  The  amount  of  the  check  is  tj^ped  in  ff^rea. 
but  may  also  be  written  with  a  check  protectograph. 

The  Office  Voucher.  The  duphcate  form  of  the  voucher  is  the  office 
voucher,  shown  in  Figure  2.  On  the  back  of  this  voucher  the  account 
distribution  is  provided,  as  illustrated  in  Figure  3.  Prom  the  invoices  or 
papers  attached,  the  voucher  clerk  will  record  on  the  reverse  side  the 
amounts  to  be  charged  to  each  account. 

Let  us  suppose,  for  example,  that  we  have  received  a  tax  bill  for  taxes 
on  real  estate.  This  bill  is  vouchered  in  the  manner  explained.  Assume 
that  an  accrued  liability  had  been  set  up  for  these  taxes  monthly  by  debit- 
ing Taxes  Expense  and  crediting  Accrued  Taxes  Payable  with  1/12  of  the 
estimated  yearly  taxes.    The  account  distribution  on  this  voucher  would 
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flhow  a  debit  to  Accmed  Taxes  Payable  end  a  credit  to  Vouchers  Payable. 
Ill  case  the  tax  bill  is  more  than  the  estimate,  then  an  adjusting  joomal 
entry  should  be  made  debiting  Capital  or  Surplus  and  crediting  Accrued 
Taxes  Payable  with  the  difference  between  the  estimated  amount  and 
amount  of  the  bill.  Surplus  is  debited  because  the  monthly  charges  for 
taxes  had  been  too  small,  and  this  resulted  in  overstating  profits  for  the 
previous  year,  which  had  been  carried  to  Surplus. 

You  will  observe  that  there  is  a  complete  double  entry  on  this  voucher, 
because  Vouchers  Payable  is  credited  with  the  total  amount  of  the  items 
debited  to  various  expense  accounts. 


THE  SMITH  MOTOR  COMPANY                  VcAicher  No.  M_ 
Chicago,  Illinois 
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Vouchers  Should  Be  Numbered  Consecutively.  After  the  bills  have 
been  verified  and  the  distribution  properly  recorded  on  the  voucher,  the 
voucher  is  given  a  number  and  passed  to  the  accountant  for  approval  It 
is  then  recorded  in  the  voucher  register.  Vouchers  should  be  numbered 
consecutively.  They  should  also  be  entered  numerically  in  the  voucher 
register. 
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NT 

Adiu  IBlllnpr 
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foUo,  Ohio 

Voucben  Fayabh               Cr  . 

S».»0 

StatioDCfy  and  Printing 

P.iJhyrK«„irw„        10     _  n...  1/ll/aa 

Misc.  Expenses 

DEBITS 

Amount 

ACCX)DNT 

Aeet. 
No. 

RAwMmteriala 

392 

SO 

Freight  wdCftrtage  In 

Dinwt  Labor 

Iiidu«ctUbor 

FMtoiySuppIiM 

Repairs  to  Factory  Equi 

H»t7  Light,  and  Power 

Misc.  Factory  Expenses 

SBleuDeu'eSaUriM 

Traveling  Expenses 

Freight  and  Cartage  Out 

Misc.  Selling  Expense 

Office  Salaries 

Office  Supplies 

_ 

RevBRSE  Side  op  Voucrer 
Pigvre  8. — ^Account  distribution  is  made  on  the  reverse  aide  of  the  voucher,  and  all 
papers  or  invoices  are  stapled  to  voucher.    'Ehe  voucher  is  then  recorded  in  the  Voucher 
Register.    After  payment  is  made,  the  voucher  is  folded  and  filed  in  a  drawer  in  numer- 
ical order  by  voucher  number  for  future  reference. 
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One  method  of  numbering  vouchers  is  to  prefix  the  number  of  the 
month  to  the  voucher  number  and  begin  a  new  set  of  numbers  each  month. 
For  example,  August  is  the  eighth  month.  Therefore,  the  figure  8  is  pre- 
fixed to  the  voucher  numbers.  Thus  801  to  899  would  be  the  voucher 
numbers  to  be  used  consecutively  for  vouchers  issued  during  the  month 
of  August;  901  to  999,  for  the  month  of  September,  and  so  on.  With  this 
method,  the  voucher  number  will  indicate  in  which  month  the  voucher 
was  issued. 

Form  of  the  Voucher  Register.  The  voucher  register  or  the  vouchers 
payable  register,  as  it  is  sometimes  called,  is  the  book  of  original  entry 
in  which  the  voucher  and  its  distribution  is  recorded.  This  register  is  a 
journal  so  far  as  its  scheme  of  debits  and  credits  is  concerned.  As  men- 
tioned before,  it  is  the  purchase  journal  in  expanded  form.  It  usually 
has  columns  for: 

Date. 

Name  of  creditor  or  description  of  entry. 

Voucher  number. 

Vouchers  payable,  in  which  total  amount  of  each  voucher  is  entered. 

Check  number  and  date  of  payment. 

Distribution. 

There  will  be  as  many  columns  for  the  distribution  of  charges  as  the 
requirements  of  the  business  demand.  If  there  are  many  items  to  be 
charged  to  the  same  account  during  the  month,  a  column  should  be  pro- 
vided for  that  account,  so  that  the  total  of  that  column  may  be  posted 
at  the  end  of  the  month.  If  there  are  only  one  or  two  charges  to  an 
account  during  the  month,  it  will  not  be  worth  while  to  provide  a  separate 
column  for  the  account.  Such  items  would  be  entered  in  a  general  ledger 
or  sundries  column  and  posted  separately  to  the  account  in  the  genial 
ledger.  These  separate  postings  are  made  currently,  that  is,  before  the 
totals  are  posted. 

The  voucher  register,  therefore,  has  various  forms  and  rulings  for 
different  businesses.  This  is  due  to  the  fact  that  the  information  desired 
is  seldom  the  same  in  any  two  businesses.  The  form  illustrated  in  Figure 
4  is  typical  of  what  is  being  used. 

As  you  examine  the  voucher  register  and  the  checlt  register  forms  of 
Figures  4  and  5,  you  will  notice  broken  lines,  which  indicate  that  certain 
transactions  have  been  omitted.  Ordinarily  each  sheet  would  be  totaled 
daily  and  the  footings  carried  forward  to  the  following  page,  so  that  the 
totals  on  the  last  page  would  represent  the  total  transactions  for  the 
month. 

Often  the  size  of  a  voucher  register  can  be  reduced  by  having  a  short 
flyleaf  inserted  between  the  right-hand  and  the  left-hand  side  of  the  sheet. 
Columns  are  ruled  on  this  flyleaf  for  accounts,  as  required.  Such  an 
arrangement  is  convenient  when  the  voucher  register  is  in  the  loose-leaf 
form. 

Effect  of  the  Voucher  System  on  the  Cash  Disbursements  Book  or 
Check  Roister.  When  the  voucher  system  is  not  used,  the  cash  disburse- 
ments book,  or  check  register,  as  it  is  often  called,  would  contain  numerous 
columns  for  various  classes  of  expenses.    One  of  the  advant^^es  of  the 
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voucher  system  is  that  the  check  register  is  relieved  of  this  detail  account 
distribution.  All  cash  paid  out  is  entered  in  the  total  colunm  of  the  cash 
book  and  these  items  are  entered  in  the  voucher  register  in  a  special  column 
for  payments.     You  should  bear  in  mind  that  under  the  voucher  system — 

All  payable  items  of  every  nature  and  description  are  to  be  entered  in 
the  voucher  register  as  a  credit  to  "Vouchers  Payable"  and  are  to  be  dis- 
tributed to  the  proper  expense  accounts  or  balance  sheet  accounts. 

Illustration  of  Voucher  System.  We  shall  now  take  a  practical  case 
and  trace  some  of  the  transactions  of  the  Smith  Motor  Company  into  the 
voucher  register.  It  will  not  be  necessary  to  show  all  transactions,  but 
enough  typical  transactions  will  be  shown  to  make  clear  how  the  voucher 
system  is  installed  and  operated. 

The  Smith  Motor  Company  makes  motors.  Most  of  the  parts  are 
purchased  from  other  concerns,  so  that  the  manufacturing  consists  chiefly 
in  the  assembling  of  these  parts  into  the  complete  motor. 

This  company  was  using  a  purchase  journal  and  had  on  its  ledger 
numerous  accounts  with  creditors.  Furthermore,  the  cash  disbursements 
record  had  become  very  unwieldy  because  expenses  were  necessarily  clas- 
sified in  it.  Then,  too,  expenses  were  incurred  on  account  in  one  month 
and  no  record  was  made  of  them  until  they  were  paid,  perhaps  30  days 
later.  It  was  decided  on  January  1,  1922,  to  adopt  the  voucher  system 
so  that  the  creditors'  accounts  could  be  eUminated  from  the  general 
ledger,  and  expenses  could  be  properly  apportioned  to  the  month  to 
which  they  belonged.  In  this  way,  the  distribution  for  all  payments  were 
centered  in  the  voucher  register. 

How  the  Voucher  System  Is  Started.  Since  the  voucher  system  does 
away  with  creditors'  accounts  in  the  general  ledger,  the  place  to  begin 
is  with  these  accounts. 

On  December  31,  1921,  the  Smith  Motor  Company  had  45  creditors' 
accounts  on  its  general  ledger,  with  a  total  credit  balance  of  $32,510.00. 
Since  it  was  decided  to  use  the  voucher  system,  the  accountant  closed 
the  Accounts  Payable  accounts  by  debiting  each  creditor's  account.  Then 
he  made  out  one  voucher  for  each  creditor,  attached  to  his  voucher  the 
invoices  due  each,  and  filed  the  vouchers  numerically. 

From  these  vouchers  he  made  entries  in  the  voucher  register,  as  shown 
under  date  of  January  3,  1922.  We  ahow  the  entries  oidy  for  vouchers 
Nos.  1,  2,  and  3. 

E4rry  BIlie I    800.00 

Aduns  k  Ellinger  1,126.60 

Brovn  &  Canpai; 37G.GO 

You  understand,  of  course,  that  similar  entries  were  made  for  all  the 
other  creditors.  The  three  entries  are  sufficient  to  show  you  how  to  start 
the  voucher  system  and  make  entries  in  the  voucher  register.  Observe 
especially  the  debits  and  credits  for  these  three  creditors  in  the  voucher 
register.  The  credits  are  entered  in  the  vouchers  payable  column  and 
the  debits  are  entered  in  the  general  ledger  column,  and  posted  as  debits 
to  the  Accounts  Payable  Account.    The  debits  are  placed  in  the  general 
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Figure  4, — Voucher  Register — left-hand  side  of  sheet. 
Assignment  22,  Page  8 


VOUCHER  REGISTER 

- 

Pi«eN<,.X 

...„.                                  1 

BELUNO  UrENSES                            |                    ADUCNUfrilTITB  EXrBUSSS 

OENUULLIDaSK 

■SK 

ES 

i£r 

^ 

a 

eSS: 

0B« 

TM^ 

E^^ 

^ 

nig 

*- 

'-^ 

1 

Accu.  Fir 

« 

.no 

^ 

JS 

1,199 

31 

STS 

47 

l.MKl 

13 

10 

, 

-->i 

Bniliiaia 

J 

1.410101 

|0 

<= 

-M 

= 

— 

Tt 

rl 

1 — 1 

rp^^ 

1 ' 

■ — 

l.KJ 

S.tOOM 

nil 

II 

113 

!,«»). 

11 

II 

D 

34 

10 

» 

II 

S.S81  1 

Fignre  4. — Voucher  Reglater — rfc^ht-hand  side  of  sheet. 

Assignment  22,  Tige  0 


CHECK  HEC18TER 

M™.!,^               Jm.            ,^tl 

Dale 
ini 

Fsvorol 

Remartu 

Vouchei 
No. 

DEBIT 

CREDITS 

Voucher! 

P.yHbte 

C«h 

DuCOUDt 

CMhWilhdimwah           1 

Cbn* 
No. 

A^ 

Jto. 

i 

Btrrj  mil 

1 

WO 

00 

11 

00 

7M 

00 

3 

Adiu  tsd  lllinttr 

9 

1,119 

K 

11 

SO 

1.101 

00 

3 

Bnn  t  tt. 

3 

37S. 

SO 

J 

90 

»l 

00 

* 

C.  4  1.  H.  R.  t.  Gg. 

41 

*T 

SO 

41 

so 

J 

rtciorr  Ptr  R«]i 

4t 

S.SH 

00 

5,914 

00 

„ 

F.cMnr  Par  Bill 

U 

4.1S1 

» 

4,4S1 

90 

1« 

J.  H.  A4.1.I1 

4t 

111 

39 

III 

3S 

H 

Jicdb  Uati 

» 

IIT 

SO 

3 

79 

IM 

IS 

11 

1    V,  eotrti  H.  B.   C», 

13 

IT 

10 

17 

10 

11 

Idui  4Dd  EtllD(«r 

M 

a« 

M 

T 

S» 

10 

9H 

75 

It 

Offiti  Pij  Boll 

%% 

I,SSO 

00 

11 

I.SW 

DO 

11 

PaU)  Ciih 

se 

109 

00 

lot 

DO 

JO 

Joaiph  Dun<u 

17 

1  470 

DO 

M 

1,4TD 

00 

^ 

-—^^ 

L 1 

-^ 

^■*=1 

p.^ 

*= 

■^ 

tl 

?ici»r]r  P4ir  Roll 

„ 

4,511 

90 

14 

4,UI 

SO 

tl 

Drritt  Pif  Rgll 

to 

a, SHI 

OO 

39 

1,9*0 

00 

0/ 

To  HI. 

...... 

311 

09 

4*,4U 

AssigTunent  22,  Fast  10 


FiftOre  6.— Ihe  Cneck  Kegiscer. 


ledger  column,  becauBe  there  is  no  column  in  the  register  for  the  Accounta 
Payable  Account. 

How  the  Voucher  System  Is  Operated.  Now  that  the  voucher  regis- 
ter has  been  opened,  we  are  prepared  to  enter  the  transactions  for  Jan- 
uary. This  we  have  done  in  part  in  the  voucher  register  of  Figure  4  and 
the  check  register  of  Figure  5. 

llie  following  transactions  have  been  properly  entered.  Trace  each 
transaction  into  the  forms  and  note  how  they  are  recorded.  In  each 
case  it  is  assumed  that  vouchei's  and  voucher  checks  are  first  prepared 
for  the  transactions  similar  to  the  forms  illustrated  in  Figures  2  and  S. 
Then  the  entries  are  made  from  the  vouchers. 


TRANSACTIONS  TO  BE  ENTERED  IN  THE  VOUCHER  REGISTER 
AND  CHECK  REGISTER 

January  3,  1922 

In  order  to  take  advantage  of  a  2  per  cent  discount,  the  invoices  were 
taken  out  of  file  and  paid. 

13/16/21,  Hariy  KIHb I  800.00 

13/37/31.  AduB  k  Ellinger 1,135.50 

W/SO/ai,  Brown  4  Conpsnj 375.50 

The  voucher  checks  were  approved  for  payment  and  recorded  in  the 
check  register. 

Januab;  1 

Voucher  No.  46,  to  Chicago  &  Northwestern  Railway  Company,  for 
$47.50,  freight  on  goods  shipped,  was  issued  and  approved  for  payment. 
(Entry  in  voucher  register  and  check  register.) 

Goods  received  and  invoice  for  $1,185.25,  net  30  days,  from  H.  D. 
Bartlett  &  Company,  for  motor  parts.  Voucher  No.  47  was  issued,  but 
put  in  the  unpaid  file  to  be  paid  at  a  later  date.  (Entry  in  voucher 
register  only.) 

Jandabt  S 

One  hundred  tons  of  coal  @  |6.50  per  ton  delivered  by  the  Corry  (3oal 
Ckimpany.    Invoice  placed  in  file  to  be  vouchered  later  in  the  month. 

Invoices  from  J.  H.  Rastall  for  $87.50  and  $33.85,  for  factory  supplies 
shipped,  were  vouchered  on  voucher  No.  48  and  approved  for  payment. 
(Entry  in  voucher  register  and  check  register.) 
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Jandart  7 
Factory  pay  roll  for  the  week,  as  follows : 


Voucher  No.  49  was  issued  and  check  cashed  at  the  bank.  The  cash 
is  used  to  pay  off  the  men.  (£ntry  in  voucher  register  and  check  register.) 
Note  especially  the  distribution  in  the  columns  for  direct  labor  and  indirect 
labor. 

The  voucher  check  is  also  recorded  in  the  check  register  as  you  will 
observe,  but  note  that  the  check  number  is  5  and  the  voucher  number  is 
49.  The  check  number  may  not  always  be  the  same  as  the  voucher  num- 
ber. The  voucher  checks,  as  they  are  approved  for  payment,  are  recorded 
consecutively  by  check  number  in  the  check  register.  Thus,  we  have  a 
complete  cross  reference  between  the  check  number  and  voucher  numb^ 
when  the  date  and  check  number  is  recorded  in  the  voucher  register  in 
the  line  in  which  the  voucher  entry  was  foi-merly  made. 

Januabt  11 

Voucher  No.  50,  issued  for  invoices  received  from  Jacob  Bauer,  for 
factory  supplies,  terms,  2  per  cent  10  days,  amount,  $187.50.  (Entry  in 
voucher  register.) 


Two  hundred  tons  of  coal  @  $6.50  per  ton,  delivered  by  the  Corry 
Coal  Company,  Voucher  No.  51  issued  to  covm:  invoices,  including  pre- 
vious delivery  of  100  tons,  total  $1,950.00. 

January  14 
Factory  pay  roll  for  the  week,  as  follows: 


Indirect  Labor  , 


Voucher  No.  52  is  issued  and  voucher  check  is  cashed  at  the  bank. 
The  money  is  then  put  up  in  envelopes  and  paid  out  to  the  workmen. 
(Entry  in  voucher  register  and  check  register.) 

The  following  vouchers  were  taken  out  of  the  unpaid  file,  approved  for 
payment,  and  recorded  in  check  register: 
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Voucher  No.  53,  issued  to  New  York  Central  Railroad  Company,  for 
$87.20,  for  freight  on  raw  materials  received  from  Adams  &  Elhnger. 
(Entry  in  voucher  register  and  check  register.) 

Jakuabt  18 

Voucher  No.  54  was  issued  in  favor  of  Adams  &  EUinger  for  invoices 
of  January  12, 15,  and  17,  aggregating  $892.60.  This  voucher  was  approved 
for  payment.     (Entry  in  voucher  register  and  check  register.) 

You  should  refer  to  the  voucher  and  voucher  check  forms  illustrated  in 
this  assignment  and  note  that  these  transactions  are  recorded  as  they 
would  appear  on  the  voucher. 

Januaey  19 
Office  pay  roll  for  first  half  of  the  month,  as  follows: 


The  pay  roll  distribution  was  attached  to  voucher  No.  55  and  check 
was  cashed  at  the  bank,  the  money  being  used  to  pay  employes.  (Entry 
in  voucher  register  and  check  register.) 

January  19 

The  petty  cashier  having  nearly  exhausted  his  Imprest  Fund,  presented 
a  statement  to  the  general  cashier  showing  the  following  disbursements: 

rietor;  Suppliet  S  37. BS 

Seat.  Light,  tod  Power 16. 4S 

HiBC«lliD«ou«  ttctOTj  Eipeasa 8.20 

TMMling  lipenae 12.00 

Cartage  on  Salea 3. SO 

MvertlalDg S.80 

Telegrans 4,10 

StitfoDerr  ■od  Printiag 17.60 

Nitcellineoue  Orrice  Bipsntsa 3.30 

HOB. 00 

Voucher  No.  56  was  issued  in  favor  of  the  Imprest  Fund  and  was 
cashed,  so  that  the  fund  was  brought  back  to  its  original  amount,  $150.00. 
(Entry  in  voucher  register  and  check  register.) 

January  20 

In  order  to  put  the  factory  in  better  working  condition,  certain  addi- 
tions and  improvements  were  made  to  the  building  by  a  contractor,  Joseph. 
Duncan.  He  completed  the  work  and  presented  his  bill,  amounting  to 
$1,500.00.    He  offered  a  discount  of  2  per  cent  if  paid  before  the  first  of 
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the  month.  The  company  took  advantage  of  this  discount  and  issued 
voucher  No.  57  for  $1,470.00.  (Entry  in  voucher  register  and  check  regis- 
ter.) 

This  transaction  illustrates  a  principle  that  you  should  always  bear  in 
mind,  namely,  a  cash  discount  on  a  capital  expenditure  is  never  credited 
to  Cash  Discount  on  Purchases.  Such  discount  is  not  an  earning  from 
operations;  therefore,  it  is  not  credited  to  financial  income.  It  should 
be  deducted  from  the  invoice  and  considered  as  a  reduction  in  the  cost 
of  the  asset,  just  as  the  amount  of  a  trade  discount  is  deducted  from  an 
invoice. 

Janvabt  26 

The  factory  pay  roll  for  the  week  was  as  follows: 


Voucher  78  was  issued  to  cover  this  pay  roll,  and  recorded  in  the 
voucher  register.  This  voucher  was  paid  with  check  No.  24.  (Entry  in 
voucher  register  and  check  register.) 

jANTJAXt  31 

The  accrued  factory  labor  for  January  SO  and  SI  amounted  to  $612.00, 
distributed  as  follows: 


Voucher  79  was  issued  to  cover  this  accrued  labor  charge,  and 
recorded  in  the  voucher  register.  The  payment  for  this  voucher  was  not 
made  until  February  4,  the  end  of  the  next  week. 

When  the  pay  roll  was  prepared  on  February  4,  for  the  week,  the 
distribution  was  made  as  follows : 

Direct  Liltor,  februirr  1  to  Psbruar;  4 13,611.10 

Indiract  Labor,  Pabruar;  1  to  February  4      1,118.29 

ToQcberi  Fayabla  (aecruad  for  January  31) G13.00 

»,311.3S 

A  voucher  would  be  issued  on  February  4  for  $5,S11.36  and  entered  in 
voucher  register  as  a  credit  to  Vouchers  Payable.  As  the  February 
transactions  are  not  shown  in  the  voucher  register,  the  entry  is  merely 
explained.  The  amount  of  accrued  labor  January  SI  would  be  entered  in 
the  general  ledger  column  and  posted  separately  to  the  debit  of  Vouchers 
Payable.  Thip  debit  posting  would  then  oflfset  the  credit  to  Vouchers 
Payable  for  $512.00,  made  for  accrued  wages  on  January  31,  in  the 
voucher  register  for  January.  Voucher  80  was  issued  on  January  31  for 
office  pay  roll,  amounting  to  |2,550.  (Entry  in  voucher  register  and  in 
check  register.) 
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Posting  from  Voucher  Register.  The  postings  to  be  made  from  the 
voucher  register  on  January  31  are  easy  to  understand.  The  footingB 
indicated  in  the  voucher  register  represent  the  totals  for  the  month  of 
January.    They  are  summarized  as  follows: 

R»  HitBHilt 113,700.90 

Freight  *Dd  GarUg«  ia I.ISG.IS 

Direet  Libor  15,870.80 

lodirect  Lsbor  5,310.10 

ttntorj  Suppliaa  810.00 

Repairs  to  tftchinerr  tai  Eq.uipaeiit 415.00 

Be*t,  Ligbt,  and  Power  3,183. GO 

NiicelUaeciae  Factor;  BxpenBaa 23.35 

Selling  Expeoaes  3,500.00 

TraTeling  Eipenae 328. SO 

Advertiaing 59.76 

Freight  and  Cartage  Accoant 113.86 

tliecellaneoua  Selling  Bipentea 334.90 

Office  Salariea 1,900.00 

Office  Supplies 88.79 

Telephone  and  Telegraph 11.30 

Stationery  and  Printing 34.10 

Miacellaneoua  Eipenaea  38.85 

General  Ledger  Accounts 5,321.35 

Tanchora  Payable  140,873.66 

From  the  voucher  register,  all  the  above  amounts  are  posted  to  the 
debit  side  of  the  accounts,  except  the  total  in  the  general  ledger  column. 
In  this  column,  each  item  has  ^eady  been  posted  individually  as  a  debit 
to  the  account  indicated  in  the  account  column,  provided  postings  were 
made  currently.  The  page  number  of  the  general  ledger  on  which  the 
account  appears  is  recorded  in  the  folio  column. 

The  sum  of  the  debits  agrees  with  the  total  of  the  vouchers  payable 
column  which  is  posted  to  the  credit  of  the  Vouchers  Payable  Account 
in  the  general  ledger. 

Postings  from  the  Check  Register  Book.  After  posting  the  voucher 
register,  the  next  step  is  to  post  the  totals  of  the  check  register.  The 
total  amount,  $43,810.12,  of  the  vouchers  payable  column  is  posted  to  the 
debit  of  Vouchers  Payable  Account;  the  cash  discount  column,  amounting 
to  $382.05,  is  posted  to  the  credit  of  Cash  Discount  on  Purchases  Account. 
T^e  cash  withdrawal  column  is  posted  to  the  credit  of  Cash  in  Bank 
Account. 

After  the  postings  have  been  made  to  the  Vouchers  Payable  Account, 
it  will  appear  on  the  general  ledger  as  follows: 

VOUCHERS  PAYABLE 


Date 

Items 

Fol. 

^/ 

Debits 

Date 

Items 

Fol. 

/ 

Credita 

1923 

Jan, 

31 
31 

roDchere  Paid 

Balance 

C.R. 

1 

4S.810 
6.063 

13 
94 

1922 
Jan. 

'eb. 

31 
1 

Total  Voucher! 
issued 

Balance 

Y.B. 

1 

48,872 

te 

40,873 

66 

4S,87! 

B« 

6.063 

S4 
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Listing  the  Unpaid  Voucher*— Um  ot  Unpaid  File.  You  will  see  from 
the  above  account  that  there  is  a  credit  balance  of  $6,062.54  on  January 
31.  If  all  the  vouchers  for  the  month  were  shown  in  the  voucher  re^ster 
form  in  Figure  4,  it  would  be  necessary  to  list  only  the  unpaid  vouchers 
and  total  the  amounts  to  reconcile  with  the  credit  balance  of  Vouchers 
Payable. 

The  unpaid  vouchers  of  the  Smith  Motor  Company  were  listed  as  fol- 
lows: 


?ouclier 

Ho. 
47 
51 
60 

ee 

79 

Hum 

Aaount 

11,186.36 

1,910.00 

3,361.90 

46.79 

SIS. 00 

idTBrlifling  Sign  Co 

•6,063.64 

We  have  previously  mentioned  the  fact  that  vouchers  are  kept  in  an 
unpaid  file  until  paid.  Then  when  they  are  paid,  they  are  filed  numer- 
ically by  voucher  number  in  a  paid  file.  The  unpaid  vouchers  were 
obtained  from  file,  and  the  correctness  of  the  above  list  was  verified. 
This  list  is  somewhat  like  a  summary  of  a  subsidiary  creditors'  ledger, 
which  reconciles  with  its  controlling  account,  Accounts  Payable.  With 
the  voucher  system,  however,  individual  accounts  are  not  kept  with  cred- 
itors. The  voucher  register,  together  with  the  voucher  file,  takes  the 
place  of  such  a  subsidiary  ledger. 

Index  of  Creditors'  Vonchers.  Sometimes  objection  is  raised  to  the 
voucher  system  because  it  does  not  give  a  record  of  the  volume  of  busi- 
ness done  with  each  creditor.  It  is,  as  you  know,  often  desirable  to  make 
reference  to  past  transactions  with  creditors.  This  would  be  very  diffi- 
cult if  the  vouchers  were  not  numbered. 

The  Smith  Motor  Company  therefore  kept  an  alphabetical  index  of 
creditors'  vouchers,  on  which  were  shown  the  voucher  number  and  the 
amount  of  each  voucher.  This  is  a  card  index,  each  creditor  being  pro- 
vided with  a  card  on  which  are  listed  the  vouchers  recording  the  business 
done  with  him.  These  cards  are  then  put  in  a  drawer  and  filed  in  alpha- 
betical  onier  by  firm  name. 

Another  method  of  providing  an  index  to  creditors  is  to  make  a  car- 
bon copy  of  the  office  voucher.  The  reverse  side  of  this  copy  would  not 
have  the  distribution  as  does  the  office  voucher.  The  carbons  are  filed 
in  a  drawer  alphabetically  by  firm  name.  Reference  to  this  file  will  show 
the  voucher  numbers  which  have  been  issued.  The  vouchers  may  then 
be  obtained  from  the  voucher  file  for  detail  information. 
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Vouchers  Without  Attached  Checkn.  Still  another  method  leads  to 
the  introduction  of  a  Bet  of  voucher  forms,  which  are  illustrated  in 
Figure  6. 

In  this  case,  the  check  is  not  made  up  at  the  same  time  that  the 
voucher  is.  The  voucher  and  check  are  kept  separate.  The  invoices  and 
papers  are  attached  to  the  back  of  the  voucher  and  distribution  is  made 
on  the  face.  After  the  voucher  is  entered  in  the  voucher  register,  it  is 
placed  in  an  unpaid  voucher  file  or  it  is  passed  to  the  proper  disbursing 
officer  for  immediate  payment. 

Quite  frequently  a  voucher  is  not  approved  for  payment  immediately. 
Therefore,  the  check  number,  which  is  also  consecutively  used,  is  not  the 
same  as  the  voucher  number.  When  the  voucher  is  approved  for  pay- 
ment, a  voucher  check  is  issued.    This  check  number  has  a  statement 


VOUCHER 

Ute 19 1 

1 

DEBITS                                                    -— 1 

Account 

X-    *■»»'»•■ 

Account                 ■^^  1      Amount      | 

1 

Paid  by  Check  No. DaU Vouchers  Pay 

Extentiona  Checked  by 

_    ..,.„„„„„„„-...             1 

inVo.R« 

Auditor 

VoucHEH  WITH  Distribution  o 


Face 


Fignre  6. — Here  is  anoFher  voucher,  somewhat  dilferent  in  form  (eise  8'^  x6).  Instead 
of  folding  and  placing  distribution  on  reverse  side,  the  voucher  clerk  will  attach  all 
invoices  and  papers  tc  back  of  this  voucher  and  make  all  distribution  on  face.  When 
payment  has  been  made,  the  voucher  is  filed  in  a  drawer  in  numerical  order  by  voucher 
number. 


iScPiwgfc 


attached  to  the  left  hand  of  the  check,  which  is  filled  out  so  as  to  enable 
the  payee  to  properly  apply  the  remittance.  A  convenient  arrangement 
is  to  have  these  checks,  which  are  the  width  of  the  ordinary  correspond- 
ence paper,  set  up  on  a  sheet  of  paper  in  blocks  of  three  with  perforations 
between  them.  By  the  use  of  carbon  paper,  duplicate  copies  of  the  checks 
can  be  made.  The  block  of  checks  is  slipped  into  a  typewriter  and  the  infor- 
mation to  be  lilied  out  is  taken  from  the  voucher  itself.  Thus  the  typist 
can  make  up  three  different  checks  from  vouchers  before  taking  the  sheet 
from  the  typewriter.  Otherwise,  if  the  checks  are  not  arranged  in  this 
manner,  the  typist  must  put  in  and  take  out  the  papers  three  times.  The 
checks  can  al30  be  made  in  duplicate.  The  check  number  and  the  date  of 
payment  are  recorded  on  the  voucher. 

The  vouchers  are  put  in  a  paid  file  in  numerical  order  by  voucher 
number  and  the  dupUcate  checks  are  filed  alphabetically  in  a  draw^. 
With  this  method  there  is  a  complete  cross  reference  between  the  voucher 
file  and  the  check  file.  For  example,  the  accountant  may  wish  to  find  out 
what  has  been  paid  to  Adams  &  Ellinger.  He  will  go  to  the  duplicate 
check  file  and  note  the  checks  that  have  been  issued.  Each  check  shows 
the  number  of  the  voucher  for  wliich  payment  is  made.  He  can  then  go 
to  the  voucher  flle  and  get  the  complete  details  from  the  voucher. 

How  Purchase  Returns  and  Allowances  Are  Handled  in  a  Voaeher 
System.  If  adjustments  for  returns  and  allowances  could  be  made  before 
the  voucher  for  the  transaction  is  prepared,  then  the  net  amount  to  be 
paid  would  be  the  amount  of  the  voucher.  This,  however,  is  not  possible 
in  most  cases.  Usually  adjustments  must  be  made  after  the  voucher  has 
been  made  out. 

Vox  example,  two  or  three  weeks  after  the  voucher  is  nuide,  an  over- 
payment may  have  to  be  refunded  or  some  material  may  have  to  be 
returned.  The  deduction  must  then  be  made  thru  another  voucher.  For 
this  deduction.  Raw  Materials,  or  any  other  account  that  was  previously 
charged,  would  be  credited  and  Vouchers  Payable  debited.  To  accomplish 
this,  the  distribution  is  entered  on  the  voucher  in  red  ink  figures  and 
recorded  also  in  the  voucher  register  in  red  figures,  both  in  the  vouchers 
payable  column  and  in  the  distribution  column  affected  by  the  allowance. 
In  adding  up  the  columns  of  the  voucher  register,  the  sum  of  the  red  ink 
figures  is  deducted  from  the  total  black  ink  figures  to  determine  the  net 
total. 

Partial  Payments  of  Vouchers.  The  voucher  system  usually  impUes 
the  payment  of  each  voucher  in  full.  If,  however,  the  concern  is  not  in 
a  position  to  pay  some  voucher  in  full,  and  wishes  to  make  a  partial  pay- 
ment on  it,  it  will  be  necessary,  in  case  the  voucher  check  is  issued  at  the 
same  time  as  the  voucher,  to  cancel  the  original  voucher  and  to  make  two 
new  ones,  one  for  the  amount  to  be  paid  and  another  for  the  unpaid  por- 
tion. The  amount  of  the  two  new  vouchers  should  be  recorded  on  the 
voucher  register  in  the  general  ledger  column  and  posted  to  the  debit  of 
Vouchers  Payable. 

If  the  business  is  in  the  habit  of  making  many  partial  payments,  the 
complete  use  of  the  voucher  system  may  have  to  be  abandoned.    This 
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objection  is  overcome  in  part  at  least  if  the  voucher  check,  like  the  one 
illustrated  in  Figure  7,  is  used,  because  voucher  checks  can  be  issued  inde- 
pendently of  the  voucher.  In  this  case,  the  date,  check  number,  and  the 
amount  of  partial  payments  are  recorded  on  the  back  of  the  voucher. 


This  check  ID  fuU  payment 
of  the  it«ma  listed  below. 
If  not  correct,  return 

MERCANTILE  HARDWARE  CO.                ^°- 

Our  Voucher  No. 

Your  invoices 

Pay: 

Dat« 

Invoice 
.  No.  _ 

aiscouni 

Amo  nt 

to  the  Mder  o(                 "" 

/"                                                     \ 

(                                                             ) 

V                    y 

Cluc«go,Ill. 

MERCANTILE  HARDWARE  CO. 

Py        ,.   ,.     _ 

ToUl 

Lew  Deductions 

Treasurer 

VotiCBEB  Chrck  Separate  fbom  Vodches 
Fi^re  7. — ^This  voucher  check  is  issued  in  payment  of  the  above  voucher.  All  the  infor- 
mation to  be  filled  in  is  obtained  by  a  typist  from  the  voucher.  When  properly  si^ed, 
this  check  is  folded  on  the  line  between  statement  and  body  of  check  so  that  statement 
is  folded  over  back  of  check.  The  check  is  then  placed  in  a  re^Iar  sized,  visible  envelope, 
thus  Bavjng  time  in  addressing  envelopes.  The  size  of  this  voucher  check  is  3H  xSM 
inches. 


The  Journal  Voucher.  When  special  journals  are  used,  such  as  the 
voucher  register,  check  register,  sales  book,  and  note  registers,  most 
transactions  will  be  recorded  in  these  books.  There  are  certain  entries, 
however,  which  cannot  be  entered  in  these  books,  because  of  their  un- 
usual nature.  These  transactions  are  therefore  recorded  in  the  general 
joomal. 

For  example,  the  opening  and  closing  entries,  periodic  adjustments  for 
accrued  and  deferred  items,  and  adjustments  for  depreciation  and  loss  on 
uncollectible  accounts,  and  any  other  unusual  transactions  are  the  sort  of 
entri^  that  must  be  made  thru  the  journal. 

In  the  case  of  such  transactions,  it  is  important  that  all  the  details 
that  are  necessary  to  explain  or  verify  the  entries  be  readily  available. 
It  frequently  happens  that  the  correctness  of  a  journal  entry  is  questioned 
by  the  auditor.  If  all  the  evidence  can  be  quickly  drawn  from  the  voucher 
file,  supporting  or  authorizing  the  entry,  not  only  is  much  time  saved,  but 

Assignment  22,  Page  19   ' 


the  bookkeeper  is  relieved  of  any  personal  responsibility  that  might  be 
charged  to  him  for  an  entry  that  is  not  in  accord  with  good  accounting 
principles.  It  is  desirable,  therefore,  to  have  every  journal  entry  sup- 
ported by  a  journal  voucher. 

The  forms  of  the  journal  voucher  are  usually  very  simple,  as  illus- 
trated in  Figure  8. 


JOURNAL  VOUCHER 

M.      no 

r^'-  3«pwrt"  30    ,«    22 

ACCOUNTS 

DR. 

CR. 

Surplui 

*6.000 

00 

Dividtada  F«rabU 

se.ooo 

00 

j^  ^       ,.                 lbs  boird  of  directors  dscUrt  ■  S  per  cent  cish  div 

dead  OD  tlOO.OOO 

worth  of  prerernd-fUck.    Thi  diTidiodi  are  payibU  not  liier  tbio  Oclober  IS,  IS22 

MaH^hy                            "      C.lhOUn                                        A...V.™.^h.-                          3      SBllh 

Journal  Paf/ 

27 

Tub  Journal  Vouchrs 


Fisnre  8. — In  tilus  Jounial  voucher  the  explanation  is  given  in  full  on  the  face  of  the 


dends  into  the  records. 

Journal  vouchers  are  numbered  consecutively.  They  form  the  basis 
for  entries  in  the  general  journal  in  the  same  consecutive  order.  When 
the  voucher  is  prepared,  dated,  signed,  and  properly  approved,  it  is  re- 
corded by  the  bookkeeper  in  the  general  journal,  just  like  ordinary  vouch- 
ers are  recorded  in  the  voucher  register.  In  recording,  no  particulwK  are 
given  except  the  journal  voucher  number,  date,  accounts  to  be  debited  and 
credited,  and  the  amounts.  The  journal  voucher  with  all  supporting 
papers  attached  is  then  Hied  in  a  drawer,  separate  from  other  vouchers, 
in  numerical  order  by  journal  voucher  number  for  future  reference. 
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In  some  businesses  journal  vouchers  are  made  in  duplicate.  The 
original  is  then  filed  in  a  loose-leaf  binder,  which  virtually  takes  the  place 
of  the  general  joumaL  The  duplicate  is  filed  away  with  all  necessary 
papers  and  correspondence  attached.  In  this  way  time  is  saved,  since  it 
is  not  necessary  to  copy  the  debits  and  credits  in  a  bound  journal. 

Advantages  of  the  Voucher  System.  You  have  now  become  familiar 
with  the  operations  of  the  voucher  system.  Let  us,  in  conclusion,  review 
briefly  some  of  its  advantages. 

1.  It  results  in  a  great  saving  of  labor,  since  there  is  no  posting  to 
individual  accoonts  of  creditors. 

2.  It  requires  that  a  formal  voucher,  properly  approved,  be  issued, 
thus  preventing  the  unauthorized  payment  of  money. 

8.  It  results  in  a  uniformity  in  the  method  of  treating  all  payable 
items. 

4.  All  payable  items  are  distributed  in  one  book  of  original  entry. 


MAIN  POINTS  IN  THIS  ASSIGNMENT 

Thruout  this  assignment  the  following  principles  have  been  illustrated 
and  explained.  They  are  of  prime  importance  if  you  wish  to  understand 
the  purpose  and  operation  of  the  voucher  system. 

First:  The  voucher  system  meets  the  needs  of  certain  businesses, 
especially  large  manufacturing  concerns.  The  advantages 
have  been  summarized  above. 


Second:    The  voucher  system  uses  the  following  forms  and  records: 

1.  The  voucher  check. 

2.  The  oflSce  voucher. 

3.  The  voucher  register. 

4.  The  check  register. 

Be  sure  that  you  understand  the  forms  as  illustrated  in 
the  assignment.  If  necessary,  refer  to  them  several  times 
so  that  you  will  become  familiar  with  their  use. 

Third:  In  starting  a  voucher  system,  each  creditor's  account  on  the 
general  ledger  must  be  closed.  A  voucher  is  made  out  fat 
each  creditor,  and  from  these  vouchers  entries  are  made  In 
the  voucher  register.  The  vouchers  are  filed  in  an  onpaiA 
voucher  file. 

Fourth :  Payment  of  vouchers,  after  the  vouchers  are  properly  author- 
ized, is  made  thru  the  dieck  register. 
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Fifth:  At  the  end  of  the  period  the  voucher  register  is  posted  by 
totals,  except  the  sreneral  ledger  colunm.  Items  in  this 
column  are  posted  separately  and  currcaitly. 

Sixth:  The  check  register  is  also  posted  at  the  end  of  the  period,  as 
illustrated  in  the  assignment. 

Seventh:  Purchase  returns  and  allowances  are  handled  thru  new 
vouchers. 

EUghth:    Journal  vouchers  are  used  as  a  basis  for  general  jonmal 

entries  covering  non-cash  transactions. 

If  you  feel  that  you  do  not  understand  any  of  these  points,  you  will  save 
time  by  rereading,  now,  certain  parts  of  the  assignment.  In  this  way  you 
will  find  less  difficulty  in  solving  the  following  problems. 


PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  22 

You  are  to  record  on  a  voucher  register  and  check  register  the  follow- 
ing transactions  of  the  BROWN  SULKY  PLOW  COMPANY  for  the  rawith 
of  June,  1922. 

The  Brown  Sulky  Plow  Company  is  engaged  in  the  manufacture  of 
Sulky  plows.  The  voucher  system  has  been  used  satisfactorily  for  a  long 
time.  The  voucher  and  voucher  check  forms  used  are  those  illustrated 
in  the  latter  part  of  this  lesson.  The  voucher  check  has  attached  on  the 
left  end  a  statement  describing  the  invoices  or  other  items  for  which  pay- 
ment is  made.  The  system  of  numbering  vouchers  provided  that  the 
number  of  the  month  should  be  prefixed  to  the  consecutive  numbers. 
Therefore,  the  vouchers  for  the  month  of  May  were  numbered  consecu- 
tively from  501.  The  voucher  numbers  for  the  month  of  June  should  also 
be  numbered  consecutively  from  601  to  699,  or  the  last  number  used  if 
less  than  100  vouchers  are  issued.  For  the  month  of  June  the  voucher 
checks  start  with  number  325. 


There  was  a  credit  balance  on  May  31  of  $8,743.20  in  Vouchers  Payable 
Account.    The  list  of  vouchers  in  the  unpaid  file  was  as  follows: 


Mina 

Stabl  Steal  Conpinr    .   .  .   . 
Bast  Drcp  Forga  Horkt     .    ,   . 
Katiocal  firt  InBtmnce  Co. 
Q.  3.  Advartiaing  Coapanr 
Iccrnad  Wagea     

Totil 


AaoDnt 
S2,0BS.50 
3,701.31 
70.00 
1,  IBS  00 
3.BS7.1S 

18,743.30 
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Voucher  No.  601,  issued  to  pay  the  New  York  Central  Railroad  Com- 
pany $207.50,  freight  on  raw  materials  received  from  the  Adams  Machine 
Company.     Check  No.  325  was  issued  in  payment. 

Voucher  No.  5S6  was  taken  out  of  the  unpaid  file  and  approved  for 
payment  in  order  to  take  advantage  of  a  discount  of  2  per  cent. 


Received  bill  from  the  Chicago  Printing  Company  for  $442.50,  for 
which  $312.00  was  for  circulars  advertising  plows  and  $180.60  for  sta- 
tionery and  printing.    A  voucher  was  issued  and  approved  for  payment. 

You  may  fill  out  the  blank  voucher  in  your  lesson,  using  the  above 
transactions.  Also  write  the  voucher  check  for  $442.50.  You  need  not 
send  these  forms  to  the  University.  This  suggestion  is  given  that  you 
may  familiarize  yourself  with  the  use  of  the  voucher  forms. 

Junb5 

Goods,  together  with  the  invoice,  amounting  to  $1,686.50  were  re- 
ceived from  Best  Drop  Forge  Works.  Invoice  was  approved,  and  voucher 
No.  603  was  issued,  recorded,  and  placed  in  the  unpaid  file. 

Received  invoice  from  Adams  Machinery  Company  dated  June  1,  for 
raw  materials  received,  amount  $2,995.00,  terms  2%/10  days.  Voucher 
No.  604  was  issued  to  cover  this  invoice. 

June  6 

A  voucher  was  issued  for  pay  roll  distribution  of  factory  pay  roll,  week 
ending  Jane  S,  as  follows: 

Direct  Ubor M,871.« 

Indirect  Ubor 882.75 

Bepsirf  to  Plant  ind  SqnipBeni  S13.10 

leit,  Light,  and  Pcwsr  (iBginaeri  and  Flrenao)  101. 00 

H.OTG.Sl 

A  voucher  check  was  issued  for  $4,075.31  plus  accrued  wages,  covered 
by  voucher  552,  to  the  order  of  pay  roll  and  cashed  at  the  bank.  The 
money  was  brought  back  to  the  office  and  put  up  into  envelopes  to  be  given 
out  to  the  workmen. 

JpNB  8 

Voucher  numbers  548  and  603  were  taken  out  of  the  unpaid  file  and  a 
voucher  check  was  issued  to  cover  both  vouchers,  less  2  per  cent  discount. 


A  note  of  $1,000  with  6  per  cent  interest  for  six  months  was  due.  A 
voucher  and  check  were  issued  in  favor  of  Stahl  Steel  Company  for  the 
total  amount.  (Charge  interest  to  Accrued  Interest.) 
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Out  of  a  petty  cash  fund  of  $100  the  following  disbursements  were 
made: 

3tationsi7  tad  Priatiag I1B.4S 

Shop  3uppli«> 48.90 

Ottitt  Supjlifl* U.26 

U9.S0 

From  the  statement  prepared,  a  Toucher  was  issued  and  a  check  was 
made  out  in  favor  of  the  cashier.  The  cashier  cashed  the  check  and  his 
petty  cash  fund  was  thereby  replenished.  Voucher  covering  invoice  from 
Aduns  Machinery  Company  approved  for  payment  and  discount  taken. 

JtrualS 

Freight  amounting  to  $48.75  was  paid  to  Chicago  &  Northwestern 
Railway  Company  on  a  shipment  of  goods  sent  to  a  customer,  the  terms 
being  F.O.B.  destination. 

Factory  pay  roll  for  the  week  ending  June  10  was  as  follows: 

Direct  L»biir 13,381.10 

Indirect  Ubor l.OBi.BB 

Beat,  LiBH,  tui  Power ...       118.00 

Reptiri  to  PUnt  and  Eiuipaent 18.00 

U. SIS  .83 

A  voucher  was  issued  and  the  workmen  were  paid. 

June  15 

Goods  and  invoice  received  from  the  Stahl  Steel  Con:y>any,  amount 
$2,613.25,  terms  2  per  cent  10  days,  net  30.  Voucher  was  issued  and 
held  for  payment  in  unpaid  file. 

Office  pay  roll  for  the  first  half  of  the  month  was  as  follows: 

fucUiT  AdHiniitntioD •    400.00 

Saleanen'B  3aUriei 3,789.00 

Ofrico  3»Uriei 1,830.00 

SS.OIB.DO 

A  voucher  was  issued  and  voucher  check  prepared  for  the  total  amount 
of  pay  roll.  This  voucher  check  was  cashed  and  money  used  to  pay  <Mce 
onployes. 


Received  invoice  from  Hubbard  &  Company  for  a  boring  machine  to 
be  used  in  the  factory,  amount  $626.00,  10  per  cent  off  for  cash.  A 
voucher  and  a  voucher  dieck  were  issued  at  once. 
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Received  from  the  Inland  Foundry  Company  goodB  and  invoices 
amounting  to  f  2,S03.00.  Invoice  not  vouchered  nntil  another  shipment 
was  received  on  June  24. 

Factory  pay  roll  for  week  ending  June  17  was  as  follows: 

Dlrtet  Ltbar K,i26.iO 

Indirtet  Ubor l.Ut.lO 

Hiat,  Ugkt,  tod  Ponr 133. M 

M. 678. 10 

A  voucher  was  issued  and  the  money  used  to  pay  workmen. 

jDm23 

The  cashier  presented  a  statement  of  petty  cash  disbursements  as 
follows: 

Tnveliag  bpeDis Sll.U 

omct  Suppli*! 11.10 

SUUoB«r7  ud  Frlntini IS  .30 

HlacalltDioai  Gantnl  ixpiniea      B.SS 

■B9.SS 

A  voucher  was  prepared  and  the  cashier  reimbursed. 

JOMi24 

Another  shipment  from  the  Inland  Foundry  Company  received  with 
invoice  amounting  to  f  1,200.00,  terms  net  80  days.  The  previous  invoice 
together  with  this  one  was  vouchered  and  the  voucher  recorded  in  the 
voncher  register. 

Freight  was  also  paid  to  the  Pennsylvania  Railroad  Company,  amount- 
ing to  ^.10  on  the  above  shipment. 

JdnmST 

Bill  received  from  the  U.  S.  Advertising  Company  for  advertising 
services  rendered.  Voucher  issued  and  put  in  unpaid  file.  Amount 
¥800.00. 

Factory  pay  roll  for  week  ending  June  24  was  as  follows: 

Dinct  Ubor U, 313.30 

Indlnct  Ltbar SSS.SO 

Belt,  Light,  lad  Pa»«r     1D6.00 

B«p«iri  to  Plifit  iDd  Iqufpaent     55.30 

M.dfll.OO 

A  vooeher  was  issued  and  the  workmen  were  paid. 


i^'a'c 


Jmmse 

Shop  aupplles  purchased  from  Joseph  Co(»er  &  Company  amonnted 
to  $381.26. 

A  voucher  was  issued  and  placed  in  the  unpaid  file. 

The  office  pay  roll  for  the  last  half  of  the  month  was  as  follows: 

TtcUnr  idaiaittnticiD t    4(0.00 

aalsiMs'i  SaUri** 3,7tt.00 

Office  SalarlM 1,110.00 

tS.MS.OO 

A  voucher  was  prepared  and  employes  were  paid. 

The  cashier  presented  the  following:  statement  of  disbursements  from 
petty  cash  to  be  vouchered  and  paid: 

Shop  Suppllsi   I  S.SO 

laat,  liebt,  tod  Fow«r     S.Tt 

TrtTtllng  Kipanie IT. SO 

AdMrtiiiDi 13.00 

MitcallaaaDna  Sailing  lipanaea IB. SB 

■H.SO 

The  factory  pay  roll  from  June  26  to  June  30,  5  days,  has  accrued  and 
will  not  be  paid  until  July  8.    The  distribution  vas  as  follows;    - 

Diract  Ubor Sl.lia.SO 

Indiracl  Ubor tM.OO 

Eaat,  light,  and  Ponr U.3B 

U.SSi.TS 

1.  You  are  to  record  the  above  transactjons  on  the  voucher  register 
and  check  register  forms  provided  with  this  assignment. 

2.  After  entries  have  been  made,  foot  voucher  register  and  check  reg- 
ister, post  vouchers  payable  to  the  Vouchers  Payable  Account,  list  the 
unpaid  vouchers,  and  reconcile  with  the  Vouchers  Payable  Account. 

Submit  all  your  work  for  review  and  grading. 


i 
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nr'HERE  are  hundreds  of  thousands  of  men  who  are 
•^  termed  "bright"  and  clever — men  who  are  good 
workers,  but  who  never  seem  to  progress.  They  have 
fftiled  to  recognize  the  fact  that  permanent  success  Ues  in 
specialization — in  selecting  one  branch  of  business,  leam- 
ii^  it  thoroly,  and  sticking  to  it. 

IRVING  R.  ALLEN, 

Vice  Presidtnt  and  General  Manaitr, 
H.  W.  Kmior  &  Soni  AdpenUing  Co. 


LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACnCE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balanee  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  General  Ledger 

4.  Oosing  the  Ledger 

5.  The  Joumal 

6.  Closing  the  Ledger  by  Joomal  Entry 

7.  The  Cash  Joomal 

8.  Merchandise  Records — ^The  Purchase  and  Sales  Journals 

9.  Subdivision  of  the  Ledgo: 

10.  Colnninization 

11.  Prmnissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Aaxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Fonnati<Hi — Operation 

19.  Partnership  Accounting— Dissolution  Problems — Joint 

Ventures 

20.  Onporation  Accounting — Formation — Operation 

21.  Corporation  Accounting — ^Reorganizatims — ^Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  fob  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements — General  Review 

CopTii^  1922 
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FACTORY  ACCOUNTING 

HANUFACTURING  STATEMENT— COST  OF  PRODUCTION 

Most  buunesses  that  operate  for  profit  are  engaged  in  baying  and  selling 
some  product,  either  as  traders  or  as  manufacturers.  Trading  concerns, 
such  as  we  have  been  considering  in  preceding  assignments,  buy  and  sell 
merchandise;  that  is,  they  buy  it,  and  sell  it  again  in  the  same  form. 

Manufacturing  businesses  also  buy  and  sell  for  profit,  but  the  goods  they 
sell  are  not  in  the  same  form  as  those  they  buy.  The  manufacturer  buys 
material,  and  then  by  adding  labor  and  using  machinery  he  chimges  this 
material  into  a  different  form,  which  he  sells  to  the  wholesaler  or  directly 
to  the  retailer.  It  is  this  additional  process  of  converting  material  that 
distinguishes  the  manufacturing  &om  the  trading  business. 

For  example,  a  retail  dealer  in  men's  clothing  buys  and  sells  the  same 
garments.  Ilie  manufacturer  of  the  garments,  however,  buys  cloth  and 
then  employs  labor  and  uses  machines  in  converting  this  doth  into  the 
finished  garments.  Likewise  the  manufacturer  of  the  cloth  buys  the  cotton 
and  wool  and  converts  this  into  the  finished  product,  cloth.  Thus  you  see 
that  what  is  a  finished  product  to  the  cloth  manufacturer  is  raw  material 
to  the  garment  manufacturer. 

During  the  last  twenty  years  manufacturing  has  developed  tre* 
mendously  fast.  From  1914  to  1919  the  number  of  plants  increased  5.2  per 
cent  over  the  preceding  five  years.  According  to  the  last  United  States 
census  there  are  now  290,105  manufacturing  plants  in  operation  in  the 
United  States,  with  a  production  valued  at  over  $62,000,000,000.00.  In  the 
state  of  New  York  alone  there  are  49,330  plants  with  a  production  valued 
at  ¥8,800,000,000.00. 

This  increase  in  manufacturing  has  naturally  called  for  additional 
accounting  control.  'As  a  result,  cost  accounting  has  developed  into  an  exact 
science,  with  the  ultimate  purpose  of  helping  the  manufacturer  solve  his 
problems  of  production.  The  subject  of  coat  accounting  will,  however,  be 
taken  up  in  a  later  section  of  the  course.  In  this  Assignment  we  will 
present,  by  way  of  introduction  to  the  subject,  some  of  the  simpler  prob- 
lems connected  with  manufacturing  accounts,  such  as  the  various  costs  of 
production  and  the  manufacturing  statement. 

How  Blaniifactaring  Accounts  Differ  from  Trading  Accounts.  The 
general  accounting  methods  of  a  manufacturing  concern  are  to  a  large 
extent  the  same  as  those  employed  by  a  trading  business.  In  the  manu- 
facturing enterprise,  however,  we  have  the  special  problem  of  determining 
the  cost  of  the  goods  manufactured,  which  later  are  sold  at  a  proflt._  It 
might  be  well  to  emphasize  at  this  point  that  there  can  be  no  profit  realized 
until  the  goods  are  actually  sold  and  converted  into  cash  or  collectible  claims 
against  customers. 
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Id  a  trading  business  it  is  only  necessary  to  ascertain  the  cost  of  the 
goods  bought  and  sold  and  to  arrive  at  the  amount  realized  on  those  sold 
to  find  the  gross  profit.  By  charging  against  the  gross  profit  the  general 
expenses  of  the  business,  the  net  profit  is  ascertained.  The  operations  ot 
a  trading  concern  are,  therefore,  summuized  in  two  accounts: 

1.  Tht  Trading  Account. 

2.  The  Profit  and  Loss  Accaunt. 

In  a  manufacturing  enterprise.  It  is  necessary,  in  addition,  to  determine 
the  cost  of  production,  and  this  is  done  by  using  an  additional  account, 
called  the  Manufacturing  Account.  The  manufacturer  therefore  divides  his 
operating  accounts  on  the  general  ledger  into  three  heads: 

1.  The  Hannfactaring  Account — ^pertaining  to  the  manufacture  of  goods. 

2.  Hie  Trading  Account — pertaining  to  their  sale. 

8.  The  Profit  and  Loss  Account — nunmsridng  all  the  ecpenaes  incurred  fn 

Erodudng  and  marketing  the  goods,  inclndug  the  general  expenses  of  the 
osinesB. 

Elements  of  Cost  of  Production.  Since  the  Manufacturing  Account  is 
intended  to  give  the  cost  of  production,  it  flrat  of  all  will  be  well  to  become 
famihar  with  the  three  elements  that  make  up  the  cost  of  production, 
namely: 

1.  Direct  Material 

2.  Direct  Labor. 

S.  Factor;  Expense. 
These  three  groups  should  include  every  expenditure  essential  to  manu- 
facturing the  product  into  its  finished  stage  ready  for  sale. 

B^ore  taking  up  the  accounts  generally  kept  to  bring  these  elements 
together  in  a  "Cost  of  Goods  Manufactured"  or  Manufacturing  Account, 
let  us  analyze  briefly  each  of  these  three  elements. 

DIRECT  MATERIAL 

The  first  cost  in  the  manufacture  of  any  product  is  the  material  from 
which  it  is  made.  This  is  called  direct  material,  and  of  course  should  con- 
sist of,  not  only  the  amount  paid  for  the  material  itself,  but  also  the  cost  of 
transportation — freight,  cartage,  etc. — necessary  in  getting  it  to  the 
factory. 

There  are  three  classes  of  direct  material,  namely,  raw  material,  pur- 
chased parts,  and  manufacturing  supplies.  It  ia  generally  the  best  practice 
to  keep  a  separate  ledger  account  for  each  class  of  material. 

Raw  material  is  anything  which  undergoes  some  process  in  the  factory 
before  becoming  a  piurt  of  the  product;  for  example,  woolen  yam  in  a 
textile  mill  and  lumtMr  in  a  furniture  factory. 

Purchased  parts  is  direct  material  which  undergoes  no  change,  but 
becomes  a  part  of  the  product  merely  by  attachment  or  assembly.  In  an 
automobile  factory,  for  example,  such  items  as  the  bodies,  steering  gears, 
speedometers,  etc,  can  often  be  purchased  more  cheaply  from  another 
company  than  they  can  be  produced  in  the  factory  itself.    In  srane  cases 
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these  parts  must  be  purchased  from  another  concern  because  they  are  made 
by  some  patented  process.  It  is  evident,  as  noted  before,  that  the  finished 
product  of  one  factory  may  become  the  material  for  another  factory.  In 
t&ct,  some  manufacturing:  is  largely  a  matter  of  assembling,  very  little 
actual  processing  of  material  being  performed. 

Manufacturing  supplies  are  direct  material,  which  include  such  items 
as  n^ls,  glue,  etc.,  in  a  furniture  factory,  and  buttons,  thread,  etc.,  in  a 
clothing  factory,  that  are  essential  material  in  manufacture.  These  sup- 
plies should  not  be  confused  with  general  mill  supplies,  like  oil,  grease, 
brooms,  tissue,  etc,  or  supplies  needed  for  repairs,  aU  of  which  are  factory 
expense  items  and  not  du%ct  material. 

The  test  of  what  is  direct  material  might  be  stated  thus:  All  material 
which  goes  in  substance  into  the  product  manufactured  is  direct  material. 
All  material  that  is  consumed  in  the  operation  of  the  factory  is  indirect 
materiaL 

DIRECT  LABOR 
The  second  important  elranent  of  the  cost  of  a  manufactured  product  is 
the  labor  which  is  employed  in  making  it.    In  most  factories  labor  is  of 
two  kinds: 

1.  Direct  Labor. 

2.  Indirect  Leber. 

Direct  labor  is  that  which  is  employed  directly  in  processing  the  raw 
materials  or  in  assembling  the  parts  into  the  finished  product.  For  instance, 
in  the  manufacture  of  furniture  the  labor  of  cutting,  planing,  and  finishing 
the  lumber  is  direct  labor.  If  a  workman  receives  $1.00  an  hour  and  spends 
24  hours  in  making  a  desk,  the  labor  cost  is  f24,00. 

The  test  for  direct  labor  Is  similar  to  the  test  for  direct  material, 
namely,  whether  the  work  is  used  in  the  actual  production  of  the  article  or 
not.  If  it  is  so  used,  the  labor  cost  is  said  to  be  a  direct  cost  of  the  article 
produced. 

On  the  other  hand,  there  is  a  lot  of  labor  employed  in  every  factory, 
Uke  janitor's  labcn*  to  keep  the  factory  dean,  that  of  repair  men  to  make 
repairs,  etc.,  which  is  called  indirect.  Such  labor  cannot  be  charged 
directly  to  any  product  or  article  being  manufactured,  but  must  be  dis- 
tributed over  the  entire  output  for  a  poiod.  It  is  therefore  considered  a 
part  of  the  factory  expense,  explained  in  the  next  paragraph. 

FACTORY  EXPENSE 
The  third  element  of  cost  of  production  includes  all  exi>ense8  arising 
from  the  operation  of  the  factory  which  cannot,  like  material  and  direct 
labor,  be  definitely  traced  to  the  product.    Some  of  the  most  important 
expenses  are: 

Suserintendenee.  Taxes  od  Plant  and  Equipment 

Indirect  Labor.  Insurance  on  Plant  and  Equipinent. 

Lis^t  and  Beat  Bcrat. 

Power.  Repairs. 

~  MifiSapplles. 


Water. 

Depredation  of  Plant  and  Equipment. 
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These  expenses  mre  ineorred  on  accoont  of  the  process  of  manafsetore 
and  not  for  selling  or  general  administration;  hence  they  are  a  tme  part 
of  the  cost  of  prodaction. 

What  is  Meant  by  Prime  Cost.  The  tiiree  elonents  of  cost — ^namely, 
direct  material,  direct  labor,  and  factory  expense — naturally  fall  into  two 
groups.  The  direct  costs,  direct  matenal,  and  direct  labor  make  up  one 
group,  which  is  called  prime  cost,  and  factory  expense  eonstdtntes  a  second 
group,  generally  called  indirect  cost  or  overhead. 

Accordingly,  accountants  make  use  of  the  two  following  equations  tn 
determining  the  cost  of  production: 

1.  Sii«ct  Uat«rial  +  Direct  Labor  =  Prime  Cost 

2.  Prime  Cost  +  Faetoir  Expense  =  Total  Futm?  Coeb 

For  example,  in  1921  the  Cross  Manufacturing  Company  used  raw 
material  to  the  amoimt  of  $20S,100.00,  had  a  direct-labor  pay  roll  of 
¥338,000.00,  and  factory  expense  amounting  to  $186,900.00.  The  total 
eost  of  prodaction  is  this  case  can  be  graphically  shown,  as  in  Figure  1. 


PtctaiT 

sisfl.goo.oo 

Fictory 

CMt 

1738,000.00 

Ubor 
1383,000.00 

PriM 
Coat 

S541,100.00 

Hitsriil 

laos.ioo.oo 

Chart  Bhowinq  Elements  or  Faciobt  Cost 

Flgare  1.    Ytm  wQI  notice  how  the  two  direct  costs,  meterU  end  lahor,  when  added 

together  malce  up  prime  cost,  and  also  how  factoi?  expense  plna  prime  cost  eqnals 

factor]^  cost. 


PROBLEM  DEMONSTRATION 

In  ra^er  that  we  may  know  how  to  determine  the  cost  of  production, 
and  how  to  set  up  the  fbiancial  statements  for  a  manufacturing  business, 
we  will  take  the  following  trial  balance  of  the  Beaver  Manufacturing  Com- 
pany: 
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BEA7IB  lUHnrAGTtTRIHG  COUPAHI 
Trial  Balance,  DscMber  SI,  l»31 


Cuh  in  BiDk 

Pattj  Ctsh  Fund  

Acconntt  SacelTibla  

Bsiarre  for  Donbtfnl  iccsimU 

lotai  Bteslvtbli  

R»  HiUriil  InvantoiT,  Jn.   1,  1931 

Gooli  In  Pncaii  IdtsiiUit,  Jin.  1,  IHl 

riDlabad  Dooda  iDTentoiy,  Jin.  1,  1S31  .  .   .  .  . 

IUchioat7  mi  Toola 

rnmilnre  isd  fixtnrat 

Bnlldinga  

laaarra  for  Daprtclatieo    

Land 

InianncB  Dnasplnd 

latan  Firibla  

Aeconnta  Pijiblt  .  

Hisei  l«cn«d 

Intanx  iccnad 

Itzaa  Ftribla  

Capital  AccoDBt  

Sales  

Balea  latnna  and  AIloaancH 

Bh  Hataritl  Pnrcbiita 

Pral^t  on  PorchMai 

Diract  Ubor 

Indiract  Ubor 

FtctoiT  Snppliaa     

bit  and  Fowar 

Btftln  to  Hacbinary  and  Toali 

IMpraaiatioa  of  Bnlldinga,  Hacblnair,  loolt  .   .   .   . 
Inanranca  on  Factorr  Bnilding  and  CoDttnla     .   .   .   . 

Ttita  on  FactOTT  Bnlldlng  and  Iqiipaant  .   

NiicelUnaoni  Faetoir  BxptOM* 

Saloaaon'a  Silariaa  

Salaaaon'a  Travalini  Ixpna* 

AdTortiaini  

Fral^t  OD  SiUa 

Offica  Izpenaa  of  SolUni  DtpartMst 

Genenl  Offica  Salariai 

Offica  Snpplloa  

Btatlonarr  and  FrlBtlng 

Talopbena  and  Talagraph  

Niacallaaooni  Offlco  Bipanaa     

Dajraciation  appertlonad  to  Gonaral  Offlco    .   .   .   . 
iDoaranco  and  Tiita  appertloiod  to  GoionI  Office  . 

Bad  Dobto  BxpoDoe  

Pnrcbaaa  Diaeonnta    .  

Intortat  lamad 

Intartat  Iipenao    

8(Ioa  Dlacounta  


B.BSOOO 

100  DO 

BG.SBOOO 

I 
SO, SOD  DO 
38,763  30 
30,  SGI  10 
11,000  DO 
eB,TO0DO 

8,600  00 


3G,0 


)0O 


T,1S3H 
Bl.BSO  H 

S,434W 
S1,960H 
a3,78Sr( 

3,860  H 

3,330  00 
961  OO 

7,170  00 


880  36 
7,7«D0 
1,B7G  DO 
8,288  10 
3,81116 
4.33S  DO 
4,888  H 
1,873  DO 


Tbul  Balamoi  Bwon  CLOsiita 

_  shows  the  »ecoanta  on  the  books  at  the  Beavw  Hanu- 
lUs  Trial  Bnlonee  statements  are  pt^Mred,  as  shown  in 
Figures  6  and  7 


AaaJgnwewt  SB,  Faf*  ft 
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The  physical  inventories  taken  at  Deeouber  81, 1920,  show  the  fdlow- 
InfT  totals : 

Raw  Material  and  Supplies |20^060.60 

Goods  in  Proceaa. _ lifitOM 

Finished  Goods . .  88,600.00 

The  nominal  accounts  of  this  trial  balance  will  be  closed  into  three 
sununary  accounts,  as  follows: 

1.  Hanafactiirliig  Accomit— -For  the  pnrpose  of  determining  the  cost  of 
goods  manofactnred  during  the  period. 

2.  Trading  Account— For  the  purpose  of  datennining  the  gross  profit 
ttma  sales. 

8.    Profit  and  Loss  Account — For  the  purpose  of  determining  tbe  net 
profit  from  operations. 

Entries  to  Be  Made  in  the  Hannfactnring  Accoont.  The  Manufactur- 
ing Account  is  set  up  at  the  time  of  closing  the  books  as  a  summary 
account  for  all  the  costs  and  expenses  of  mannfacture  for  the  period.  The 
inventories  for  both  raw  materials  and  goods  in  process  on  January,  1921, 
will  be  charged  to  this  summary  account.    The  cost  of  the  raw  material 

Surchased  during  the  period,  including  the  freight  and  cartage  to  bring 
;  into  the  factory,  the  direct  labor,  and  all  the  factory  expenses  necessary 
in  maintaining  and  operating  the  factory,  will  likewise  be  charged  to 
this  account. 

Uannfactorlng  Account 


Biw-Hiterltl  iDveD- 
torr  J«n.  1,  1931 

Goods  In  Procesa, 
Jin.  1,  1S31 

Baa-Hitariil  Pur- 

Gbl8«l 

Fraigbt  on  Parchisae 

Diract  Labor 

Indiract  Labor 

Fictonr  Suppllea 

Batt  tod  Powar 

Hapaira  to  Nacbinary 

DapreclRtlDn--Bul Id- 
ins.  Hachlnaij,  and 
Tool  a 

Inturance 

Taifi  on  Paetorr 
Bulldlogi  and 
Iqnipaanl 

Ulacallanaoua  Factoij 
Bxpenaei 


;.  SI 


30,3G1 1( 
Sl.SGOH 
61,800  H 

n.mn 

a.SGOM 

3,330  H 

S6SH 


Ri¥  Hatariil  and 

Snppliei,  Dae.  31, 

1631 
Gooda  In  Procaaa 
Coal  of  Production 


I  30,OeON 
14,040  00 
303,838  Br 


Thb  MANmrAcnjHiNO  Acooumt 
figure  S.  Every  ddl>it  ta  this  account  Is  offset  by  a  credit  In  another  account.  For 
eocample,  when  we  charge  the  Hannfactvuing  Account  with  $28,762.20  Raw  Htaterials, 
we  also  o«dit  the  Raw-Haterials  Inventor^r  Accoont  with  the  same  amount,  thns 
dosing  that  account,  etc.  Every  credit  In  the  Manufacturing  Account  la  likewise  offset 
by  a  corresponding  debit  in  another  account.  Thus  you  see  what  we  mean  when  we 
say  the  Manufacturing  Account  is  a  summary  account. 
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This  giveB  ub  the  total  expenditures  for  manufacturing.  In  order  to 
determine  the  cost  of  production,  it  is  necessary  to  credit  the  Mannfactur- 
inff  Account  with  the  inventories  of  raw  materials  and  goods  in  process 
on  December  81,  1921.  The  balance  of  the  Manufacturing  Account,  as 
shown  below,  will  now  be  the  cost  of  production,  amounting  to  $202,388.85. 

The  Tiadinc  Accoont.  The  Trading  Account  is  charged  with  the 
finished  goods  on  hand  at  the  beginning  of  the  year.  The  cost  of  goods 
manufactured  ($202,888.85)  is  then  carried  from  the  Manufacturing  Ac- 
count into  the  Trading  Account  as  a  debit.  The  followiDg  journal  entry 
should  be  made  to  record  this  transfer  on  the  books,  as  one  of  the 
closing  entries. 


tte.  81,  1931    Trading  ieeoimt 1302,338, SB 

UiDufic taring  Accoaot 1303, 181. 8S 

To  cloifl  tht  eait  of  goodi  aiaoficturtl  daring 
the  psriod  into  tli«  Inding  Aecoiut. 

The  Trading  Account  is  then  credited  with  the  inventory  of  finished 
goods  on  hand  at  the  close  of  the  period,  $83,500.00. 

Return  Sales  and  Allowances  are  closed  into  the  Sales  Account  and 
the  net  sales  is  credited  to  the  Trading  Account,  thus: 


D*c.  81.  1931    Silai 


Bftnrn  Sale*  tid  illoniMi 

To  cbirge  th«  Stl«i  Accouot  vitb  tb*  return 
■tl«i  nnd  tlUnoc**. 


•7,133.50 


Tndlng  Accoanl 1383,304. OS 

T«  clo>«  D«t  iilei  intn  Trading  Acconnt 

After  these  entries  have  been  made  the  Trading  Account  will  have 
I  balance  of  $83,765.20,  as  shown  in  Figure  4. 

Tntdlog  Account 


riDlabid  Goodi,  Jio. 

81,  1931 
Coit  of  FrodnctioD 
Groii  pTDfit  cirriaj 

to  Profit  IDd  Loai 


Hat  Silas 

Pinlibad  Qoodt,  Doc. 
31,  1931 


1383,804  98 
88,600  M 


TkAviNO  Account  Attcb  thk  MAKurMrrmaia  Aoooumt  Is  Clobd  Ima  It 


Hie  Profit  and  Loss  Account.  The  gross  profit  from  sales  aa  shown 
in  the  Trading  Account  is  then  transferred  to  the  Profit  and  Loss  Account 
by  the  following  entry: 
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.  81,  1S31    TndiDg  Account 183,761.30 

Profit  and  Loit 


When  all  the  expense  accounts  have  been  closed  into  the  Profit  and 
Loss  Account,  it  will  appear  as  in  Figure  6. 

Profit  and  Loss  Account 


SaUaaeii'i  SaUriea 
SiUBD«n'>  TriToling 

BiptDIBS 

idvertiaing 
Froight  on  Silai 
Office  lipansfl,  Sail' 

ing  Dapt. 
Gsoaral  OffUa  Sil- 

ariea 


Tola phone  ind  Tele- 
graph 

Hiacallaa««ai  Offics 
Bipesaea 

Depreciation 

Insurance  and  laias 

Bid  Debt* 

Iota re at  Izpensa 

Salaa  Diacouota 

lat  Profit  carried  to 
Capital  iccoont 


4,075 
8,383 
2,811 


Groaa  Profit 
Porchtae  Diacoitnts 
Inleraet  gamed 


183,765  10 

1,8S5HI 

MOW 


I  Loes  Account 


The  final  balance  of  the  Profit  and  Lobs  Account,  amounting  to 
$44,027.26,  is  the  net  profit  for  the  year.  This  amount  is  finally  trans- 
ferred by  journal  entry  to  the  credit  of  the  Capital  Account. 

The  Profit  and  Loss  Account  is  sometimes  divided  into  two  sections. 
The  expenses  and  income  from  operations  would  then  be  pot  into  the  first 
section,  which  results  in  a  balance  called  net  profit  from  operations. 

This  balance  is  then  transferred  to  the  second  section,  the  Income 
Account.  The  financial  items,  like  interest  and  discounta  as  well  as  any 
other  nonoperating  expense  or  income,  are  aonmiarized  in  this  account, 
which  results  in  the  net  profit  or  net  Income  for  the  year.  This  procedure 
for  the  ledger  is  in  harmony  with  the  arrangement  on  the  Stat^nent  ot 
Profit  and  Loss,  and  for  that  reason  is  recommended  by  some  accoontants. 
For  ledger  purposes,  however,  it  appears  to  be  unnecessary. 

These  three  accounts,  Mannfacturing,  Trading,  and  Prt^t  and  Loss, 
as  shown  above,  are  used  merely  as  summary  accounts  in  the  closing 
process.    Th«%  is  no  need,  ther^ore,  for  opening  op  these  accoonts  on 
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the  ledger  ezc^t  at  the  time  of  closing  the  books.  They  serve  only  as . 
clearing  accounto,  in  order  to  bring  the  net  profit  for  the  period  into  the 
Capital  Account.  At  the  beginning  of  the  next  period  new  nominal 
accounts  are  opened. 

Those  in  chai^  of  the  business,  however,  desire  information  on  mana- 
facturing  costs,  income  from  sales,  and  general  expenses.  To  meet  this 
need,  the  accountant  is  expected  to  prepare  two  operating  statements, 
showing  all  the  costs  and  incomes  properly  classified. 


The  Hutnfaetnring  Statement.  A  manufacturing  statement  should 
show  all  the  costs  of  raw  material,  direct  labor,  and  all  the  manufacturing 
expenses.  In  other  words,  it  is  a  reproduction  of  the  Manufacturing  Ac- 
count, only  in  a  different  form.  For  example,  the  manu&urturing  state- 
ment of  the  Beaver  Manufacturing  Company  will  appear  thus: 


THE  BEAVEB  HANUFACIURING  COMPANY 

S  33.762.20 

si.sso.eo 

3,434.00 

S  95,973.30 
ei.9M.90 

ud.m.ao 

•193,937.33 

B*>  UiUriili  Uiad:    . 

D*d«ct  loTintorr  D«c.  31.  1931 

•116,03S.70 
20.060. SO 

s  a.sso.oo 

32,785.70 

3.380.00 

999.00 

7.170.00 

1.930.00 
4B0.00 

390. as 

•157,933.70 
88,990.93 

KtBoftctnrinc  Kipausi: 

Bapttri  to  Nichlnery  tnd  Tool* 

Dtimlitlon  af  BuildiDgi.  Ntehinarr,  »a 

HUcalUumii  Pictor;  Bipanaat 

Dstnct  GoDdi  iD  ProHi>  Dec.  31,  1921 

•aiT,2T8.85 
14,940.00 

•303,838.83 

Thb  MANorAcmuNa  Siatemknt 

Yoo  will  notie*  that  the  ram*  ^gvrta  un  uMd  L_ 

oaed  in  the  Haimfeetoiinff  Ateoont,    The  statement  is  in  report  foim,  se  u  t 
'     '    '  "  e  Tarlona  dements  of  manofactinriiig  cMt.    The  cost  «f    ~ 

a  ever  Into  tlte  Profit  and  Loss  Statem«it,  in  Fignra  7. 
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THE  BEAVER  HANUFACTUBtNG  COHPAMT 

Profit  and  Lou  Statement 

Tear  Ending  December  81,  1921 


Oroti  Slid 

Didnct: 


Coit  ot  Goodi  Sold: 

Flniahad  Goodi  InnnUrj.  Jin.  I,  IttH- 
Coit  of  Gaodi  Htnafkcland 


Dadnet  Fiaiihsd  Coed*  IdtsiiUiTi  Dac-  81.  1831. 

Gr«ia  Profit  on  StUt 

Deduct : 

Sal ling  lip«ni«s: 

Saloaaoii'i  SiUriei 

8ilora«D'i  TnTtliDK  liponMi 

Idvortliine  

frtitfit  on  Silei 

Office  liponeei  


let  Selling  Profit 

Ceneril  idalniebrttive  Bxp«D*«i: 
Goaenl  Office  Siliriti  .   .   .   . 

Office  Ssppliei  

8t«tian<i7  lod  Printing  .  .  .  . 
Itlephone  end  Telegrtph  .  .  .  . 
HiecelUoeooe  Office  lipoaso.   . 

DeproeUtlon 

IniariBce  

Bid  Debt!  


let  Profit  froB  Opentione. 
Add: 
lonopertting  Incoae: 

Diaconnt  on  Parcbiee*  . 

Inttreib  einied  .   .   .   . 


DedDCt: 

lonoporiting  lipeneee: 

Intereeb  Ixpanee.   .   . 

DiecoUDt  on  Stlei  .   . 


•370. 736. 6B 
7,133.50 

S  11,000.00 

303.888.88 

•388,804.05 

niS,8S8.BB 
33.500.00 

17»,t88.8B 

8     7,740.00 
4,678.00 
8, 3*8.30 
3,811.38 
4,238.00 

•  U, 785. 30 
37.787.48 

1    4,888.00 
1,873.00 
400.00 
78.00 
781.00 
800.00 
113.00 
881.50 

•  58,037.78 
6,060.50 

1    1,838.00 
400.00 

•  48,868.35 

3,338.00 

1        600.00 
4.868.00 

•4SA83.35 
5,168.00 

C  44,037.38 

Thi  Paonr  and  Loes  SrAimaNT 


flgare  T.    Thia  Profit  and  Lobs  Statement  is  practically  the  same  aa  tliat  used  for 

trading  coneenu.    "Die  only  difference  is  In  the  Cost  of  Goods  Sold  Section.    In  place 

of  the  purchases,  we  have  the  cost  of  production,  irtdch  amonnt  i>  taken  over  bom 

the  Hanufactarins  StatMuant. 
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Now  we  shall  set  up  the  Profit  and  Loss  Statement,  which  will  contain 
the  same  items  as  speared  in  the  Profit  and  Loss  and  Trading  Accounts, 
only  in  a  different  arrangement.  The  main  purpose  of  the  statement  is 
to  presoit  the  operations  of  the  business  so  as  to  show  clearly  the  various 
elements  contributing  to  the  final  profit. 

Notice  that  the  accountant  arranges  these  figures  so  that  the  operating 
transactions  may  be  intelligently  interpreted  by  those  who  control  the 
business. 

You  are  now  familiar  with  the  form  and  purpose  of  the  Manafactnring 
Stat^nent.  It  is  primarily  a  means  of  a&oertaining  the  cost  of  production. 
As  yon  have  noted  in  both  the  account  and  the  statement  above,  in  order 
to  determine  this  amount  it  was  necessary  to  take  an 'inventory  of  the 
raw  materials  at  the  end  of  the  period  before  we  could  determine  the  cost 
of  raw  materials  used  in  production.  If  all  the  materials  that  were  put 
in  process  during  the  year  were  manufactured  into  the  finished  product 
in  the  same  period,  there  would  be  no  goods  in  process  at  the  end  of  the 
year.  In  any  manufacturing  enterprise,  however,  there  are  usually  some 
materials  in  process  of  manufacture  at  the  close  of  the  year.  Some 
labor  has  been  performed  upon  them  and  a  part  of  the  overhead  expenses 
also  belongs  to  them.  The  cost  of  goods  in  process  is  therefore  nflade 
up  of  materia],  labor,  and  overhead. 

Need  for  Perpetual  Inventory  Records.  Most  manufacturers,  how- 
ever, cannot  wait  until  the  end  of  the  year,  when  an  inventory  is  taken, 
to  find  out  the  cost  of  manufacturing  their  product.  They  want  to  know 
the  cost  of  doing  business  monthly.  This  means  that  some  record  must 
be  maintained  which  will  show  the  amount  of  raw  materials,  work  in 
process,  and  finished  goods  at  the  end  of  each  month. 

We  know  that  if  we  add  the  inventory  of  raw  materials  at  the  begin- 
ning of  the  month  to  the  purchases  during  the  month,  and  deduct  from 
this  sum  the  cost  of  the  materials  used  in  manufacturing,  the  result  will 
be  the  value  of  raw  materials  on  hand  at  the  close  of  the  month. 

To  have  such  a  record  for  the  raw  material,  we  must  put  the  materials 
In  a  storeroom  and  keep  a  Stores  Ledger  Account  with  each  size  and 
kind  of  material,  showing  quantities  and  values  received  and  the  quantities 
and  values  delivered  out  of  the  storeroom  to  the  factory.  QUANTITY 
RECEIVED  MINUS  QUANTITY  DELIVERED  EQUALS  QUANTITY  ON 
HAND  at  any  moment  of  time.  In  this  way  we  have  what  is  called  a 
PERPETUAL  INVENTORY  of  raw  materials. 

Your  next  lesson  will  show  you  how  this  perpetual  inventory  is  main- 
tained. 

MAIN  POINTS  IN  THIS  ASSIGNMENT 

In  this  Assignment  you  have  begun  the  study  of  one  of  the  most 
important  and  interesting  phases  of  accounting,  namely.  Factory  Ac- 
counting. Thruout  the  Assignment  we  have  illustrated  and  explains] 
the  following  principles: 
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First.  Factory  Acconntiiiff  is  like  acconnttoff  for  trading  coaeema,  except 
that  yon  have  the  added  probloo  of  finding  the  cost  of  producticoL 

Second.    The  cost  of  production  is  made  up  of  three  main  costs: 

1.  Direct  Material. 

2.  Direct  Labor. 

3.  Factory  Expenses. 

Third.  Two  formulas  are  used  by  accountants  in  determining  the  cost  of 
production: 

1.  Direct  Material+Direct  Labor=Prime  Cost. 

2.  Prime  cost+Factory  Expense8==Cost  of  Production. 

Fourth.  When  the  ledger  is  closed,  the  three  elements  of  the  cost  of  pro- 
duction are  summarized  in  the  Manufacturing  Account.  The 
balance  of  this  account,  representing  the  cost  of  production,  is 
carried  to  the  Trading  Account  as  a  debit. 


Fifth.    The  various  costs  of  production  are  also  classified  and  s 

in  the  Manufacturing  Statonent  in  such  a  way  that  those  in  dtarge 
of  the  business  can  make  an  intelligent  analysis. 

Sixth.  The  final  amount  determined  as  the  cost  of  prodacti<Hi  in  the  Manu- 
facturing Statement  is  taken  over  in  the  Profit  and  Loss  State- 
ment, Cost  of  Goods  Sold  section,  where  the  amount  of  purchases 
usually  appears. 

Seventh.  In  the  iUostratlTe  problem  of  this  assignment  it  is  assumed  that 
physical  inventories  are  taken  annually  for  raw  materials  and  sap- 
plies.  In  the  next  Assignment  the  perpetual  inventory  plan  will 
be  explained. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  23. 
Send  in  solutioiu  for  the  followinsr  problems,  all  of  which  are  taken 
from  the  Drexel  Motor  Company. 

The  accountant  of  the  Drexel  Motor  Company  prepared  a  trial  balance 
from  the  general  ledger  at  December  31, 1921  as  follows : 
TrU  BalBDce,  Decoilber  81,  1921 


Cub  In  b»k 

Pettj  Cub 

Jkccoimta  BflcaiTtble 

AlUnnet  for  Bii  lod  Doubtful  iccouDta 

■otai  Bactivabl*  

InvMUrUi  It  JtD.  1,  1891: 

Bh  HiUrltli 

Notort  ia  PncoH 

Flnlih«d  Haton 

Offlca  mnitDr*  tsd  Piitorti 

Allonnct  for  DtprtciiUon  Offici  Parnitare  ind  FiiiariS 

hctory  Pornlturo  ind  Piituroi 

AllowiDGO  for  Depr«el(tian  hctorj  Fumitaro  ud  Fiituroi 

Fitterni  

Allowinca  for  Deprtclatlon  of  Ftttema 

Kkcbinsry 

AlUnni:!  for  Depr^cUtioii  of  Hicblnery 

Bulldlngi 

iUoYiBca  for  Dopreciition  of  Buildiags 

Land 

lotei  Ptjabla 

Accoonta  Ftrabla  

Uortnse  PiMbl* 

Capital  icconnt 

Motor  3alaB 

Motor  Salaa  Rstuma  and  AlIovaDca 

Ba*  Hitariila  Pnrchttea 

Ba*  Mtoriala  Pur.  Betuina  aod  Allowancoa 

In-Fralgbt  and  Dransa 

Diract  Labor  

Indiraet  Labor  

MaDufactnriBg  Soppliaa  ....   

MachiDor;  Bapilra 

light,  Haat,  and  Power  

Inanranca  on  Factory  Hatariala  

Inaaranca  on  Ballding  and  IquipBont 

laxea 

HiacallineoDa  Factor;  Bipanaaa  

SaUaaon'a  Salariea 

Saloaaoa'a  CoMiseiona 

Saleanen'a  Irivaling  Expanaaa 

Ont-Fraigbt  and  SbippUE  Eipanaa 

AdTBrtlaing 

HiicallaDoona  Sailing  Eipenefio  

Offlca  Salirioa 

Office  Snppllaa 

Hiaeallanaoua  Offlca  Eipenaea 

ParcbaaoB  Diacounta 

Intareat  Baruad 

Salea  Diacoutita 

Intareat  Eipenae  


bfcbiis 

■  10,114  SI 

IBOM 

110,473  Dl 

S,e40U 

3B,340  U 
1G,9T01( 
4I,«S0  7( 


131,000  K 
30,000  DC 


cRipns 


63,400  31 
16,000  D< 
330, S19  3' 
37S,ie8  B! 


1,460  3^ 
OS, SIS  n 
30,373  40 


8,617  li 

aaooc 

1,S90  0C 
2,8S0DC 
1,380  31 

19,690  7! 
4,61011 
S,111Z! 
590  S( 
3,800  D( 
3,175  3( 

13,3I0  4C 


1806,333  08  IBOS.SSI  OS 


ABsiKTiment  28,  PRg«  IS 

,,,fed.>.Coo«^le 


At  December  31, 1921,  physical  inventories  were  taken.  The  cost  valuea 
were  as  follows: . 

Raw  Matorlala $81^16.18 

Motort  in  Process- 18,798^ 

FiniBhed  Motors  _ „ 31,470.96 

Before  closing  the  books  the  accountant  found  it  necessary  to  make 
entries  for  depreciation  based  upon  the  cost  ^ue  as  shown  on  the  books 
as  follows: 

Office  Furniture  and  Fixtures,™ ^ - 10% 

Factory  Furniture  and  Fixtures. - 10% 

Buildings  ._ ._ _  2% 

Hachlnery  10% 

Patterns „ „..ao% 

Instead  of  depreciating  tools,  a  physical  inventory  was  taken  and  the 
tools  on  hand  amounted  to  $4,800.25.  Hence  the  difference  between  the 
value  on  the  books  and  the  inventory  value  must  be  credited  to  Tools  Ac- 
count and  charfi:ed  to  Tools  Expense. 

Five  per  cent  of  the  light,  heat,  and  power  is  to  be  charged  to  profit 
and  loss  as  an  administrative  expense  and  the  balance  to  manufacturing. 

Depreciation  of  buildings  is  to  be  charged  80  per  cent  to  manufacturing 
and  20  per  cent  to  profit  and  loss. 

Insurance  on  building  and  equipment  is  to  be  charged  85  per  cent  to 
manufacturing  and  15  per  cent  to  profit  and  loss. 

Taxes  are  to  tie  charged  85  per  cent  to  manufactnring  and  15  per  cent 
to  profit  and  loss. 

An  additional  reserve  of  $500.00  is  to  be  provided  for  bad  debts. 

PROBLEM  1 
Assume  that  you  are  the  accountant  of  the  Drexel  Motor  Manufactur- 
ing Company.  You  are  to  prepare  the  journal  entries  to  place  the  depre- 
ciation for  the  year  1921  on  the  books  and  then  to  apportion  expenses,  as 
indicated  above,  so  that  the  Manufacturing  Account  will  bear  no  more 
than  its  share  of  the  burden. 

PROBLEM  2 
You  find  that  the  following  expenses  are  accrued  at  December  81, 1921. 
These  expenses  belong  to  the  operations  of  the  year  1921,  but  will  be  paid 
sometime  in  January. 

Sales  Commisdon _...,|81940 

Intereri;  _._.. „ „ _ 160.00 

Prepare  journal  entries  to  put  these  accrued  expenses  on  the  books. 

PROBLEM  3 
You  also  find  that  the  following  items  have  been  Included  in  expense 
accounts  but  that  they  must  be  set  up  as  prepaid  expenses  because  they 
have  been  paid  and  will  be  expenses  in  the  year  1922. 
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Hanufftctoring  Supplies,  Coal,  Waste,  Oil,  etc4126.00 

Advertlsiiifr  _ „ $00.00 

InBorance  on  Factory  Materials... 125.00 

Prepare  journal  entries  to  rerord  these  deferred  charges  on  the  books. 

PROBLEM  4 
After  the  entries  are  made  for  the  above  transactions  the  accountant 
pnxMeds  to  close  the  nominal  accounts  thru  the  Manufacturing,  Trading, 
and  Profit  and  Loss  Accounts.  These  journal  entries  have  been  prepared 
for  you  to  show  you  the  method  of  closing,  and  to  save  your  time  in  pre- 
paring the  Manufacturing,  Trading,  and  Profit  and  Loss  Accounts. 

In  addition  to  those  which  you  have  pr^ared  for  Problem  1  to  appor- 
tion light,  heat,  and  power,  depreciation  of  buildings,  insurance  on  build- 
ings, equipment,  and  taxes,  the  following  journal  entries  are  necessary 
to  close  the  Manufacturing,  Trading,  and  Profit  and  Loss  Accounts. 

D*c.  81,  1931,  MtnarKturins  Account t41,ai0.8e 

trilina  iccoont 43,480.70 

B»  Hitsrlal  InTaDtorj •  31,340. le 

Motors  in  Frocaa*  Inrontorr  IS, 870.30 

PlniRhad  Hotora  iDTontorr  43,480.70 

to  cloH  iDTantorlaa  of  Jan.  1,  1831 

Haa  Httarialt  Invantorr 181,318.18 

Motor*  in  Procasi  InvaDtorjr 18,788.80 

FiDiabad  Motors  Invontarr 81,470.95 

Hanuractnrlns  Iccovnt  I  80,008.88 

Trading  Icconnt  81,470.85 

to  plica  on  Ul*  took*  tha  invantorloi  of  Docaabar  81,  1931 

Hw  MitariaU  Purcbiaa  Batans  ind  AUowincoa.   .   .  I    8,840.80 

BtvMatarials  Purebaias ■    9,840.80 

To  cloas  tbo  pnrchaas  ratnns  aid  •llomtcaa 
into  tba  pnrchaaa  account. 

Hannfactaring  Acconnt ■188,018.88 

Bi*  Hataritl  Pnrchaaai 1186,818.81 

To  cloaa  nat  purcbaias  into  Hannfaeturiag 

Haoafactnring  iccotint 8104,888.88 

Pralgbt  and  Drayaga  I    1,480.34 

Dirict  Labor 88,018.80 

Indirect  Ubor 30,873.40 

HaDufactarlng  Snpplioa 4,408.86 

KaehlnaiT  Bopalra  876.00 

Inannnca  on  Pactorr  Hitariila 808.00 

Dapraclation  of  Hachinarr  7,363.07 

DapradatioD  of  Pitterna.   .          1,600.00 

Dapraelatlon  of  Pamitura  and  Flitnrai 610.00 

tools  liponsa  888.83 

Miscolltnaona  Pictoiy  lipanaa  1,388.38 


To  cloaa  into  Itannfac taring  Account 
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Hour  8tltB I  10,940,(0 

Hour  8«lfi  Batons  ind  iUanncai ■  lO.SW.M 

to  cloit  ntun  ulii  ■nd  tllovanei*  iato  Salei  Iccwnt 

Motor  Stlsi laH.SST.IT 

IndiDg  IccoUnt KU.aBT.St 

to  cloM  nit  lalit  into  trading  Account. 

Profit  and  Losi  icconat I  83,153. SB 

SalaNDin'i  Salari S  IS.SM.TS 

Salaaaan'i  Coaaiaiien  4,03S.9I 

SileiBon'a  Trarallns  Bipanaaa  8,111.31 

Oat-Fralght  and  aiiippiiig BB0.30 

Advartiaing  8,600.00 

Hiacallaneona  Sailing  Bxpeaaaa 8,178.10 

Offica  SaUrfaa 13,310.40 

Offiea  SnpiUaa 790.80 

Hiacallanaooa  Offica  Bipanaaa  1,B10.BS 

Dapradatlon  of  Dfflca  Fornitnra  and  Piitniaa  .  134.00 

Bad  Dilita  Bipanaa BOO. 00 

Salai  Diacoont E,4U.0B 

Intaraat  Bzpanaa 1,8B0.D0 

to  cloaa  into  Profit  and  l«aa  icconat. 

Diacoont  on  Pnrchaaaa t    B, STB. 80 

Intaraat  Eanad 383.00 

Profit  and  Loia  Accoont  .   .  ■    8,BS7.90 

To  cloaa  into  Profit  and  I«aa. 

You  are  to  prepare  the  journal  entries  to  show  the  transfer  of 

(a)  ManafactnrinE  Cost  to  Trading  Aocount. 

(b)  Gross  Profit  from  Trading  to  Profit  and  Loss  Accounts. 

(c)  Net  Profit  from  Profit  and  Loss  Aocoont  to  the  proprietor's 
Capital  Account, 

Submit  the  Manufacturing,  Trading:,  and  Profit  and  Loss  Accounts  a& 
they  would  appear  on  the  general  ledger  after  they  are  closed. 

PROBLEM  5 
The  proprietor  of  the  Drexel  Manufacturing  Co.  requests  you  as  his 
accountaat  to  prepare  for  him: 

1.  Manufacturing  Statement. 

2.  Profit  and  Loss  Statemenb 
8.    Balance  Sheet. 

Submit  all  your  work  to  the  University  for  grading. 
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Higher  Accountancy 


PRINCIPLES 
PRACTICEbb/ 
PROCEDURE 


Elements  of  Accounting  Practice 


Assignment  24 

FACTORY  ACCOUNTING 

PERPETUAL  INVENTORY 


OUCCESSFUL  operation  of  any  business — manufao 
*^  turing,  wholesale,  retail — requiies  exact  information 
about  every  detail  of  the  business.  The  information  must 
be  complete  enough  and  detailed  enough  to  give  the 
executives  who  are  responsible  for  the  operation  of  the 
business  exact  knowledge  of  its  every  detail. 

Charles  r.  Stevenson 


LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 
S.    The  General  Ledger 

4.  Closing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  The  Cash  Journal 

8.  Merchandise  Records — ^The  Purchase  and  Sides  Journals 

9.  Subdivision  of  the  Ledger 

10.  Columnization 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 
13. '  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissolution  Problems — Joint 

Ventures 

20.  Corporation  Accounting — Formation— OperatiiHt 

21.  Corporation  Accounting — Reorganizations — Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Gassification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nonthadinc  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements — General  Review 

Copyright  1922 

All  Right*  Reserved  in  All  Countriet 

LaSali.e  Extension  UNivrMtTT 
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FACTORY  ACCOUNTING 
PERPETUAL  INVENTORY— USE  OF  COST  SHEETS 

The  Beaver  ManafactoriD?  Company,  referred  to  in  the  preceding 
assignment,  had  practically  no  accounting  method  of  costroUing  and  safe- 
guarding its  stores  of  raw  material  and  stock  of  finished  go(^  When 
material  was  received,  it  was  simply  stored  in  the  warehouse,  and  when 
the  goods  were  finished,  they  were  either  sold  or  stored  in  the  stock  room. 
Purchases  and  sales  were  reccarded,  but  no  record  was  kept  of  materials 
taken  from  the  storeroom. 

As  a  resnlt,  there  was  no  way  of  knowing  how  much  was  lost  thru  break- 
age or  theft,  and  no  record  was  made  of  sach  losses.  The  only  check  up  the 
company  had  was  the  physical  inventory  which  was  taken  at  the  end  of 
the  year.  This,  however,  took  considerable  time,  and  usually  made  it  nec- 
essary to  close  the  plant  for  a  week  or  two. 

With  material  and  goods  passing  continuously  ftom  one  place  in  the 
factory  to  another,  it  was  practically  impossible  to  take  an  accurate  inven- 
tory, unless  the  factory  ceased  operations. 

The  Beaver  Manufacturing  Company  usually  closed  down  from  Christ- 
mas until  after  New  Year's,  to  allow  sufficient  time  for  taking  inventories. 

On  December  24, 1921,  it  happened  that  the  company  was  crowded  with 
orders.  Most  of  these  were  supposed  to  be  filled  some  time  early  in  Janu- 
ary. Under  such  conditions  the  factory  should  not  have  ceased  operation. 
It  did,  however.  The  result  was  that  when  the  factory  opened  again  on 
JanuiU7  1,  overtime  work  was  found  necessary,  which  involved  additional 


The  company's  accountant  analyzed  the  situation  and  suggested  the 
perpetual  inventory  plan  as  a  remedy. 

What  Is  Meant  by  the  Perpetnal  Inventory.  The  perpetual  inventory 
plan  consists  of  a  continuous  record  of  all  material  and  supplies  as  they 
are  received  in  the  storeroom,  of  all  material  and  sapplies  as  they  are  taken 
out  of  the  storeroom  and  put  into  process,  and  of  aU  manufactured  gooda 
taken  out  of  the  factory  and  put  in  the  finishednstock  room.  When  goods 
are  sold,  a  record  is  kei>t  of  all  goods  taken  from  the  stock  room.  If  a 
record  is  kept  of  everything  that  is  received  and  everything  that  is  issued, 
it  is  easy  to  determine  the  amount  on  hand. 

This  plan  requires  some  kind  of  record  for  the  three  inventories.  Usu- 
ally the  records  are  kept  on  cards  in  files,  one  set  for  raw  materials,  another 
for  goods  In  process,  and  a  third  for  finished  stock.  On  these  cards  are 
recorded  both  the  quantities  and  money  values  of  inventories  received, 
issued,  and  balance  on  hand.  Sometimes  only  quantities  are  recorded,  but 
it  is  better  practice,  wherever  possible,  to  record  both  quantities  and 
money  values,  especially  when  controlling  accounts  are  osed. 

These  inventory  records  will  be  explained  and  illustrated  later  in  the 
assignm^it.  First  we  shall  consider  some  of  the  advantages  of  such  a 
system. 
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The  AdTatttasres  of  the  Perpetoal  Inventory.  When  the  accoontant 
sofiTgested  the  plui  for  the  Beaver  Manufacturing  Company,  he  had  no  diffi- 
culty in  showing  that  the  company  was  following  an  inadequate  and  expen^ 
dve  method  by  closing  down  for  a  week  or  more  to  take  a  physical  inven- 
tory. What  was  needed  was  a  record  that  would  show  currently  the 
amount  of  material  and  finished  goods  on  hand  and  do  away  with  the  peri- 
odic shutdowns. 

He  also  made  it  clear  that  the  perpetual  inventory  can  be  used  in  con- 
trolling the  stores  by  making  occasional  test  counts  of  materials  on  hand. 
When  an  accurate  count  is  made  of  some  kind  of  materia),  and  it  is  found 
that  less  material  is  on  hand  than  the  amount  shown  on  the  perpetual  in- 
ventory record,  either  the  record  is  incorrect  or  it  may  be  assumed  that 
some  of  the  material  was  lost  either  thru  theft  or  breakage. 

In  case  materials  and  stock  are  lost  thru  burglary  or  fire,  adjustment 
with  insurance  companies  can  be  made  more  easily  and  quickly  if  a  per^ 
petual  inventory  is  kept.  _     _ 

'a  department'store  in  the  State  of  Kansas  was  robbed.  The  proprietor 
made  a  hurried  inspection  of  his  stock  and  estimated  his  loss  at  $400.00. 
Fortunately,  however,  he  had  kept  a  perpetual  inventory  of  merchandise. 
The  insurance  adjuster  checked  up  the  perpetual  inventory  records  and 
found  that  ¥966.00  worth  of  merchandise  had  been  stolen  instead  of  only 
1400.00. 

The  insurance  company  finally  settled  on  the  basis  of  the  perpetual  in- 
ventory record.  If  the  proprietor  had  not  kept  such  a  record,  either  he 
would  have  lost  money,  provided  his  estimate  had  been  accepted  by  the 
insurance  company,  or  it  would  have  been  necessary  to  take  a  complete 
physical  inventory.  This  would  of  course  have  required  considerable  time 
and  work,  and  settlement  would  have  been  delayed  for  some  time. 

Sometimes  the  perpetual  inventory  records  show  less  than  the  physical 
inventory.  In  such  a  case,  the  difference  can  be  located  and  the  record 
corrected.  In  this  way  inventories  can  be  more  carefully  safeguarded,  and 
more  accurately  accounted  for.  One  large  factory  in  Detroit,  Mich.,  re- 
ports that  it  recently  made  a  test  count  of  more  than  74,000  items  in  the 
stock  room  and  found  that  the  perpetual  inventory  record  was  o£F  by  less 
than  1-3  of  one  per  cent.  This  difference  was  located  and  the  record  was 
corrected. 

The  Importance  <rf  Perpetual  Inventory  In  Factory  Accoantlng.  From 
the  illustrations  given  above,  it  is  evident  that  the  perpetual  inventory 
plan  can  be  used  efiTectively  in  both  trading  and  manufacturing  concerns. 
It  is  especially  valuable,  however,  in  factory  accounting,  because  it  pro- 
vides an  accurate  control  for  the  many  kinds  of  material  and  supplies  as 
they  i>ass  thru  the  various  stages  of  the  manufacturing  process.  First  of 
all,  it  is  essential  to  be  familiar  with  these  stages. 

In  any  manofaeturing  plant,  there  are  three  distinct  stages  or  steps 
thru  which  raw  material  must  pass  before  it  becomes  a  finished  product. 

1.  The  Raw-Material  Stage. 

2.  The  Goods-in-Process  Stage. 

3.  The  Finished-Goods  Stage. 
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For  each  of  these  stages  a  controlling  account  is  shown  on  page  19, 
kept  in  the  general  ledger: 

Rav  Materials  Account 

Goods-iti'Procesa  Acconnt  or  Work-in-Procesa  Acconnt 

Fiiushed>Goods  Account. 

Each  of  these  accounts  in  the  general  ledger  controls  a  subsidiary 
ledger.  If  the  accounts  in  the  subsidiary  ledgers  are  maintained  so  that 
at  any  time,  even  before  the  end  of  the  year,  the  inventory  value  of  these 
three  stages  can  be  determined,  it  will  be  iMssible  to  ascertain  the  cost  of 
goods  manufactured  without  tf^ng  a  physical  inventory. 

For  example,  the  Raw-Materials  Account  is  a  controlling  account  which 
represents  or  controls  the  individual  accounts  with  each  find  of  material 
purchased  and  recorded  in  the  stores  ledger.  This  account  is  debited,  and 
Cash,  Vouchers  Payable,  or  Accounts  Payable  is  credited  with  all  goods 
received. 


r  iccounta  Fi;tbl8     

The  Raw-Materials  Account  is  then  credited  with  all  materials  put  in 


Goods  in  Process  is  an  account  which  controls  the  individual  accounts 
kept  for  the  various  jobs  in  the  cost  ledger.  When  material  is  put  into 
m<ocess,  and  labor  and  manufacturing  expenses  are  applied,  the  Goods-in- 
Process  Account  is  debited  thus: 

Dr.  GoodB  in  Prooia 

Cr.  Baa  HiUritli 

Direct  Ltbor  

HBQuracturtng  Bipsns*     

The  Finished-Goods  Account  in  a  similar  manner  controls  the  individ- 
ual accounts  kept  with  each  class  of  stock  in  the  finished-stock  ledger. 
This  account  is  debited  for  all  goods  taken  out  of  the  factory  and  put  in  the 
stodc  room  ready  for  sale. 


When  finished  goods  are  taken  out  of  the  stock  room  for  sale,  the  Fin- 
ished-Goods Account  is  credited  and  Cost-of-Goods-Sold  Account  is  debited. 

All  three  accounts.  Raw  Materials,  Goods  in  Process,  and  Finished 
Goods,  are  asset  accounts,  that  is,  they  represent  values  owned  by  the 
manufacturing  concern.  The  debit  balance  in  each  account  will  show  the 
inventory  value  for  each  asset. 

We  will  now  take  up  these  three  stages  separately  and  explain  how  each 
account  is  tied  up  with  the  perpetual  inventory  record. 
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Raw  Materials  in  the  Storeroom 

To  know  the  quantity  and  value  of  material  on  hand  at  any  moment, 
two  thinjfs  are  necessary. 

1.  A  suitable  room  should  be  provided  in  which  to  store  raw  materials. 

2.  An  accurate  record  should  be  kept  for  all  material  received  and  all 
material  taken  out  and  put  in  process  in  the  factory. 

The  Storeroom — ^Duties  of  the  Stweskeeper.  The  storeroom  should  be 
conveniently  located  near  the  factory  departments  that  use  the  material. 
When  the  material  is  received,  it  is  placed  in  the  storeroom  to  remain  there 
until  it  is  needed  in  the  factory. 

Careless  and  inadequate  supervision  of  the  storeroom  is  the  cause  of 
serious  leaks  and  losses.  For  this  reason,  the  sttnreskeeper  should  be  held 
responsible  for  the  material  received  in  the  storeroom.  He  is  also  expected 
to  account  accurately  for  any  withdrawals  of  material  from  the  storeroom. 

Materials  in  the  storeroom  represent  an  investment  of  cash,  and  for 
this  reason  should  be  just  as  carefully  safeguarded  as  cash.  As  you  know, 
a  cashier  is  generally  placed  under  bond  for  the  faithful  performance  of 
his  duties  in  the  disposition  of  funds  intrusted  to  his  care.  Tn  like  man- 
ner, the  storeskeeper  is  the  custodian  of  the  company's  store  of  materials 
and  should  be  held  accountable  for  its  disposition. 

Since  the  storeskeeper  is  responsible  for  all  materials  received  and  de- 
livered, he  should  first  of  all  provide  a  definite  place  in  the  storeroom  for 
each  kind  of  material. 

For  example,  castings  should  be  given  a  definite  place,  sheet  metal  an- 
other, bolts,  screws,  and  small  parts,  each,  another,  etc.  The  bins  and  even 
the  aisles  may  be  given  numbers.  With  the  proper  classification  of  mate- 
rial, the  storeskeeper  is  able  to  work  out  a  numeral  or  an  alphabetical  code 
for  each  class,  size,  or  grade  of  material. 

Since  material  is  brought  in  and  taken  out  of  the  storeroom  continually, 
the  storeskeeper  maintains  some  kind  of  record  for  each  kind  of  material. 
For  example,  he  may  use  bin  cards,  on  which  a  record  is  made  when  goods 
are  put  in  the  bin  and  when  they  are  taken  out.  These  bin  cards  are  not 
a  part  of  the  accounting  department,  they  merely  serve  as  a  means  of 
keeping  adequate  amounts  of  material  on  hand  and  also  facilitate  the  mak- 
ing of  a  test  in  connection  with  a  physical  inventory. 

The  Stores  Ledger — ^Duties  of  the  Stores  Ledger  Oeric.  Even  tho  tho 
bin  cards  provide  a  record  of  material,  they  do  not  furnish  money  values 
of  material.  They  merely  record  quantities.  Both  quantities  and  money 
values  of  material  are  therefore  recorded  in  a  separate  record  called  the 
"stores  ledger."  This  ledger  contains  an  account  for  each  class  of  material. 

Usually  the  stores  ledger  is  kept  in  the  cost  department  or  in  the  gen- 
eral accounting  department.    In  some  of  the  smaller  concerns,  the  stores 
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ledger  is  kept  right  in  the  storeroom  and  the  storeskeeper  is  in  charge. 
This  is  not  desirable,  however,  since  the  stores  ledger  is  a  part  of  the  ac- 
counting work.  It  is  better,  therefore,  to  keep  the  ledger  under  direct 
sopervision  and  in  connection  with  the  cost  department. 

The  person  in  charge  of  this  ledger  is  called  the  stores  ledger  clerk.  In 
makiiig  his  entries,  he  uses  the  approved  invoices  for  all  niatenals  received, 
and  the  material  requisitions  for  materials  withdrawn. 

First  of  all,  we  shall  explain,  by  means  of  an  illustration,  how  a  stores 
ledger  is  set  up  and  how  such  a  ledger  operates  as  a  part  of  a  perpetual 
inventory  system. 

Stores  Ledger  Illustrated.  The  Beaver  Manufacturing  Company,  re- 
fcred  to  in  Assignment  23,  decided  to  introduce  the  perpetual  inventory 
system  on  January  1,  1922.  On  that  date,  it  had  on  hand  raw  materials 
amounting  to  $20,060.50. 

The  inventory  sheets  on  which  the  material  was  listed  at  the  time  of 
taking  this  inventory  showed  four  classes  of  material,  as  tabulated  in 
Figure  1. 


antity 

■  Price* 

AoDUClt 

GOO 

IS.GOOO 

•  4,260.00 

1,SOO 

G.aeoo 

6,300.00 

1,300 

4.0000 

B,aoo.oo 

1,000 

4.3105 

4.310.05 

Inventobies  of  Raw  Matkial 
Figure  1' — This  table  shows  a  list  of  raw  material  on  hand  January  1,  1922. 

Accordingly,  a  Stores  Ledger  Account  was  provided  for  each  of  these 
classes  of  raw  material,  and  the  quantity,  price,  and  value  on  hand  was 
entered  in  the  Stores  Ledger  Account  on  January  1, 1922,  in  the  "received" 
column.  The  purchases,  during  January,  of  Commodity  A  are  also  shown 
in  the  Stores  Ledger  Account,  illustrated  in  Figure  2. 

The  inventory  for  Commodity  A,  as  you  will  observe,  is  recorded  in  the 
"received"  columns  and  also  in  the  "balance  on  hand"  columns. 

You  will  notice  that  the  difference  between  the  quantities  and  values 
received  and  the  quantities  and  values  issued  represents  the  quantity  and 
value  on  hand  for  each  commodity. 

The  balances  of  the  Stores  Ledger  Accounts  for  Commodities  A,  B,  C, 
and  D,  will  equal  the  amount  on  the  debit  side  of  the  Raw-Materials  Ac- 
count in  the  general  ledger;  namely,  $20,060.60.  The  Raw-Materials  Ac- 
count can  therefore  be  said  to  control  the  four  accounts  in  the  subsidiary 
stores  ledger,  as  illustrated  in  Figure  3. 

After  setting  up  the  Stores  Ledger  Accounts,  the  next  sjtep  consists  in 
recording  new  materials  as  they  are  received,  upon  order  of  the  purchas- 
ing department. 
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STORES  LEDGER  ACCOUNT 


1 

.^ 

BitaumHud 

Dim 

'^ 

Illy 

^ 

ADOflBt 

Dxa 

^■' 

QuulHr 

S£ 

ABOIUrt 

DU« 

QoutttT 

^ 

./,/» 

'SJ* 

GOO 

t 

50 

43S0 

00 

'Mn 

200 

so 

1700 

00 

'/^^ 

ft!! 

4,2&0  10, 

*>*• 

10 

100 

t 

IS 

S3S 

00 

'Mlrx 

350 

50 

3US 

00 

r/M/a 

300 

»i 

21 

ISO 

8 

SO 

137S 

00 

W« 

60 

GO 

435 

DO 

Ha 

250 

w. 

31 

SO 

8 

00 

400 

00 

>hh. 

100 

IS 

835 

00 

'hh 

300 

'Ut 

50 

3S 

435 

00 

•h^ 

ISO 

1,250  )a{ 

Stobeb  Xedosi  Account 
Figure  i. — ^Thlfl  Stores  Ledger  Account  has  three  divisions:  The  "Received"  division 
It  somewhat  like  the  receipts  aide  of  a  cash  book,  only  instead  of  recording  cash,  we 
are  recording  values  of  material;  the  "Issued"  division  may  be  compared  to  the  di»- 
bursements  aide  of  a  cash  book;  the  "Balance  on  Hand"  division  compares  witii  the 
cash  balance.  Commodities  B,  C,  and  D  are  each  given  an  account  in  the  stores  led^rer 
similar  to  the  one  ahown  for  Commodity  A.  In  some  Stores  Accounts,  another  section 
is  added  at  the  extreme  left  for  goods  ordered,  aa  illustrated  in  Assignment  14. 

The  Purchase  Requisition  and  E^rchase  Order.  When  the  stores  detk 
finds  that  certain  kinds  of  material  are  running  below  a  certain  minimum, 
he  sends  a  purchase  requisition  for  a  new  or  repeat  order  to  the  purchasing 
department,  or  to  the  buyer  in  case  no  department  is  maintained. 


Gsnml  Ledger 
Raw  HateriiU 

= 

Store 
CoMMdilT  A 

a  Lstlger 

Comollt;  C 

4,3GO.O0| 

Conaodity  B 

5.300.001 
Camod  ty  D 

30,080, sol 

8.300.001 

Figure  3. — Chart  showing  Agreement  of  Controlling  Account  with  Subsidiary  Ledger. 

The  purchasing  agent,  who  is  usually  the  head  of  the  purchasing  de- 
partment, then  issues  a  purchase  order,  which  specifies  the  quality,  quan- 
tity, price,  time  of  delivery,  and  point  of  destination,  also  the  terms,  and 
in  some  cases  the  transportation  charges.  At  this  point,  ref«r  to  Assign- 
ment 8,  where  the  purchase  routine  was  fully  explained. 

Entries  in  the  Raw-Materials  Account  for  Hateriab  Received.  When 
the  material  arrives,  the  receiving  clerk,  or  sometimes  the  storeskeeper 
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inspects  and  counts  the  goods.  He  makes  out  a  receiving  report,  a  copy  of 
which  goes  to  the  purchasing  department.  In  the  meantime,  the  purchas- 
ing de^rtment  has  received  the  invoice  for  the  material  and  has  compara! 
it  with  the  purchase  order.  When  the  purchasing  department  receives  the 
receiving  report,  it  checks  the  invoice  with  this  report.  If  any  changes 
are  necessary  on  account  of  underweight  or  short  measure,  and  so  forth, 
the  purchasing  department  indicates  these  changes,  corrects,  and  approves 
the  invoice.  The  approved  invoice  is  now  sent  to  the  general  ledger  book- 
keeper. 

The  bookkeeper  uses  this  approved  invoice  as  the  basis  for  his  entries. 
If  he  has  a  purchase  book,  he  enters  the  amount  in  the  purchase  book ;  if 
he  has  a  voucher  system,  he  enters  the  amount  in  the  voucher  register 
(assuming  that  a  voucher  is  properly  made  out).  In  some  cases  he  holds 
it  to  be  vouchered  with  the  invoices  at  the  end  of  the  month.  If  the 
voucher  system  is  used,  he  will  make  a  debit  entry  in  the  Raw-Materials 
Account  column,  and  a  credit  entry  in  the  Vouchers  Payable  Account 
column. 

He  follows  the  same  procedure  for  each  invoice  as  it  comes  from  the 
purchasing  department.  Then  at  the  end  of  the  period,  when  the  voucher 
register  is  posted,  the  column  for  raw  materials  will  contain  all  purchases 
of  raw  material  for  the  month.  The  column  is  then  added  and  the  total 
is  posted  as  a  debit  to  the  Raw-Materials  Account.  The  corresponding 
creidit  will  be  in  the  total  credited  to  the  Vouchers  Payable  Account. 

These  entries  will  affect  the  general  ledger  in  the  same  way  as  if  each 
purchase  of  material  had  been  debited  to  the  Raw-Materials  Account, 
separately,  and  credited  to  the  account  of  the  creditor  concerned,  as  shown 
by  the  following  journal  entry. 


r  Accooati  Piynblt 


How  Materials  Received  Are  Recorded  in  the  Stores  Ledger.    After 
making  the  entries  in  the  general  ledger,  the  general  ledger  bookkeeper 
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senda  the  approved  invoices  to  the  stores  ledger  clerk.  The  stores  ledger 
clerk  now  uses  these  invoices  as  the  basis  for  his  entries  in  the  Stores 
Ledger  Accounts.  For  example,  when  the  approved  invoice  for  Commod- 
ity A  is  received,  the  stores  ledger  cleric  will  record  in  the  "received"  sec- 
tion of  the  Stores  Ledger  Account  for  Commodity  A,  the  date  on  which 
the  material  was  received,  the  purchase  order  number,  the  quantity,  the 
unit  price,  and  the  amount. 

This  is  the  method  that  was  used  by  the  stores  ledger  clerk  of  the 
Beaver  Manufacturing  Company  in  recording  the  raw  material  received 
during  the  month  of  January,  as  Usted  in  Figure  4. 


Goods  in  Process 

Now  take  the  second  stage.  As  soon  as  materials  are  removed  from 
the  storeroom  and  put  in  process  in  the  factory,  they  are  spoken  of  as 
"goods  in  process."  This  process  of  manufacture  involves  the  three  ele- 
ments, described  in  Assignment  23,  materials,  tabor,  and  manufacturing 
expense. 

These  elements  are  recorded  in  the  detail  records  of  the  cost  depart- 
ment, summaries  are  made,  and  totals  are  entered  in  the  Goods-in-Process 
Account,  in  the  general  ledger.  This  account  controls  the  various  accounts 
in  the  cost  ledger. 

Purpose  d  Haterial  Requisition.  The  issuance  of  material  is  a  matter 
of  importance.  No  material  should  ever  be  given  out  by  the  storeskeeper 
unless  a  requisition  has  been  made  out  for  it  and  signed  by  the  person 
authorized  to  do  so. 

The  material  ret^uisition  opo'&tes  like  a  bank  check  altho  unlike  it  in 
appearance.  Cash  is  deposited  in  a  bank.  Cash  in  the  form  of  materials 
is  deposited  in  a  storeroom.  Both  represent  values.  When  cash  is  drawn 
out  of  the  bank,  a  check  is  issued  ordering  the  bank  to  pay  the  bearer  or 
order  a  certain  sum  of  money.  The  material  requisition  has  much  the 
same  effect.  It  is  issued  in  the  factory,  ordering  the  storeskeeper  to  deliver 
to  a  certain  department  a  stated  quantity  of  a  specific  material  to  be  used 
for  a  definite  job  or  process. 

Material  requisition  forms  vary  in  size,  shape,  and  rulings,  depending 
upon  the  information  required.  The  form  given  in  Figure  6  is  typical  of 
information  generally  shown  on  the  material  requisition. 

These  requisitions  are  importont  because  they  are  the  basis  for  entries 
in  the  accounting  records;  as  explained  in  the  next  paragraph. 

Entries  Blade  FriMD  Material  Reqaisitions.  Material  requisitions  are 
used  in  making  entries  on  the  bin  cards  of  the  storeroom,  in  the  stores 
ledger,  the  production  orders  of  the  cost  department,  and  in  the  general 
accounting  department.  To  understand  how  this  is  done,  trace  the  various 
steps  thru  which  the  requisition  (lasses,  from  the  time  it  is  issued  until 
it  reaches  the  general  accounting  records. 
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1.  In  the  Factobt,  The  requisition  is  filled  out  in  duplicate  by  the 
foreman  who  needs  the  material.  The  ori^nal  requisition  is  sent 
to  the  storeroom  and  the  duplicate  is  retained  as  a  follow-up,  in 
case  the  material  is  not  delivered. 

2.  In  the  Stoeeeoom.  When  the  storeskeeper  delivers  the  materials 
called  for  by  the  requistion,  he  records  the  date,  requisition  number, 
and  quantity  on  his  bin  card.  He  then  sends  the  requisition  to  the 
cost  accounting:  department. 

S.  In  the  Factobt.  When  the  material  is  received  by  the  foreman  in 
the  factory,  he  checks  it  with  his  duplicate  copy  of  the  requisition, 
which  is  then  forwarded  to  the  cost  department. 

4.  In  the  Cost  Depahtmbnt.  Both  the  original  and  duplicate  of  the 
requisition  are  now  in  the  hands  of  the  coat  department.  Here  the 
two  copies  are  checked  against  each  other  and  verified.  Each  requi- 
sition is  charged  to  the  proper  production  order  on  the  coat  sheet, 
as  explained  later.  Usually  the  stores  ledfrer  is  kept  in  the  cost 
department.  The  stores  ledger  clerk  will  enter  each  material  requi- 
sition in  the  "issued"  section  of  the  Stores  Ledger  Account,  record- 


MATERIAL  REQUISITION                                 N»— 
PI ^=ii™.„n.p.H tM„             S    ABfl«bliiig 



33 

10 

Quantity 

Description 

Unit 
Price 

Amount 

300 

Conmodily  A 

8 

SO 

1,700 

00 

Received  the  above 

Debits 

Credits 

AuthoriMd  by: 

B.  S.  Jonei 

„      1/4/32 

OHer 
No. 

Amounl 

Stores 

Acc't 

E.  S.  Jon 

Ulll 

Filled  by: 

H.   C.   H. 

10 

1700 

00 

A 

1700 

00 

Storeskeeper 

1 

Tbb  Matebul  RaqoismoN 

Finn  B^-The  foreman  of  Assembling  Department  6,  orders  the  storeskeeper  to 

deliver  to  him  200  articles  of  Commodity  A.     Note  that  the  requisition  is  properly 

receipted  when  the  eooda  are  delivered.    The  stores  ledger  clerk  records  the  deflvery  of 

the  mateml  in  the  Stores  Ledger  Account,  as  shown  in  Figure  2. 
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ins:  the  date,  material  requisition  number,  quantity,  unit  price,  and 
total  amount.  At  the  end  of  the  week  or  month  a  summary  is  made 
of  all  requisitions  for  the  period.  This  total  represents  all  material 
put  into  process. 

6.  In  the  GiCNiRAL  Accounttno  Dsparthent.  The  cost  department  then 
sends  this  total  summary  to  the  general  accounting  department, 
where  the  following  journal  entry  is  made  in  the  controlling  ac- 
counts: 

Dr.  Goods  in  Process^ 


Cr.  Raw  Materials 


After  this  entry  has  been  posted,  the  Raw-Materials  Account  balanca 
will  give  the  inventory  value  of  materials  on  hand.  This  amount  -.shouid 
agree  with  the  sum  of  all  debit  balances  in  the  stores  ledger. 

Leaving  the  charges  to  cost  accounts  to  be  discussed  later,  we  may  now 
consider  the  stores  accounts. 

The  factory  departments  of  the  Beaver  Manufacturing  Comiiany  requi- 
sitioned materials  from  stores  during  the  month  of  January,  1922,  to  be 
charged  to  production  orders,  as  listed  in  Figure  6. 


Da™ 

Rk).  No. 

Td  Be  Ubed  on 
Phobuction  Order  No. 

QlJANTlTT 

CouMODm 

Cost 

J»ii.     3 

10 

300 

1  1,700.00 

"      S 

13 

300 

l.OW.OO 

"    e 

10 

400 

1, BOO  .00 

"    13 

10 

I8Q 

1,470.00 

"    1* 

13 

350 

3,135.00 

"   le 

10 

SOD 

3.1BS.3B 

■■     18 

10 

300 

1.300'.00 

"    31 

U 

330 

1,155,00 

«    24 

11 

M 

435.00 

■'     IB 

10 

10 

300 

1.575.00 

-   ae 

11 

11 

GOO 

3,155.31 

-    3$ 

IS 

u 

100 

S35.0O 

"   so 

IS 

11 

50 

TOTiL 

43B.D0 

117,850.50 

List  or  MArmuL  RagmBiTiomD 

Flson  6. — ^Requisition  No.  1  was  illustrated  in  the  material  requisition  form,  Figure  6, 
pa^  9. .  Trace  the  postings  from  this  requisition  to  the  Stores  Ledger  Account  for 
Commodity  A  in  Figure  2,  and  note  that  this  account  is  credited  In  the  "IsBued"  eoltunna 
with  the  quantities  and  values  of  material  delivered  out  of  the  storeroom  to  the 
factory,  as  shown  by  the  material  requisition.  In  like  manner,  all  other  Storei 
Accounts  are  credited  with  material  issued. 

The  Stores  Le^er  Accounts — A  Perpetual  Inventory  of  Materials.    If 

a  proper  record  is  maintained  of  the  receipts  and  issues  of  each  class  of 
material,  you  can  readily  see  that  a  perpetual  inventory  is  obtained  because 
the  stores  ledger  clerk  can  determine  from  his  ledger  every  day,  wedc, 
or  month  just  how  much  of  any  class  of  material  is  on  hand  and  the  value 
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of  it.    For  example,  for  Commodity  A  you  will  observe  there  were  on 
hand: 

800  on  January  3 
800  on  January  16 
250  on  January  24 
200  on  January'  28 
150  on  January  81 

Altho  the  value  is  usually  not  ascertained  until  the  end  of  the  month, 
it  could  be  ascertained  at  any  time  by  subtractinjr  the  total  amount  of 
issues  from  the  total  amount  of  receipts. 

At  the  end  of  the  month,  it  is  desirable  to  balance  the  Stores  Ledger 
Accounts  with  the  iialance  in  the  Raw  Material  Controlling  Account  in  the 
general  ledger.  By  taking  off  a  statement  of  balances  of  the  stores  ledger, 
we  find  that  the  aggregate  balances  of  the  Stores  Accounts  will  agree  with 
the  debit  balance  in  the  Raw-Material  Controlling  Account. 

Purpose  of  the  Cost  Lei^er.  Just  as  the  Stores  Ledger  Accounts  fur- 
nish a  perpetual  inventory  record  of  materials,  controlled  by  the  Raw  Ma- 
teria) Account,  so  the  cost  ledger,  with  its  numerous  accounts  for  produc- 
tion orders,  provides  a  perpetual  inventory  of  goods  in  process,  controlled 
by  the  Goods  in  Process  Account  in  the  general  ledger. 

Cost  Sheet  for  Each  Production  Order.  A  cost  sheet  is  opened  up  in 
the  cost  department  for  each  production  order  issued.  This  order  Is  issued 
by  the  manager  or  some  other  administrative  official,  instructing  the  fac- 
tory to  make  a  certain  quantity  of  a  given  commodity.  Such  orders  may 
be  issued  to  iill  a  particular  sales  order,  or  they  may  call  for  a  certain 
quantity  of  a  particular  commodity  to  be  made  and  sent  finished  to  the 
stock  room.  When  the  production  order  is  issued,  the  factory  depart- 
ments that  are  to  do  the  work  will  receive  a  copy.  A  copy  of  the  produo- 
tion  order  also  goes  to  the  cost  accountant  who  immediately  opens  up  a 
cost  sheet  or  a  Cost  Account  in  his  cost  ledger  with  that  production  order 
number. 

What  Is  Entered  on  the  Cost  Sheet.  All  material  and  labor  expended 
on  the  job  is  charged  on  the  cost  sheet  for  each  production  order.  The 
cost  sheet  illustrated  in  Figure  7  will  show  you  how  the  transactions  were 
recorded  for  Production  Order  No.  10. 

Material  in  Process  Recorded  on  the  Cost  Sheet.  It  has  already  been 
emphasized  that  when  a  Stores  Account  is  credited  with  material  taken  out 
of  the  storeroom,  some  cost  account  must  be  charged  in  the  cost  depart* 
ment. 

The  cost  accountant  of  the  Beaver  Manufacturing  Company  recorded 
these  material  charges  on  loose-leaf  sheets  in  the  cost  ledger,  as  illustrated 
in  Figure?. 

Direct  Labor  in  Process  Recorded  on  the  Cost  Sheet  After  material  is 
put  into  process  of  manufacture,  labor  is  expended  on  it.    It  is  necessary, 
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r™i..f      Comadity  i 

COST  SHEET 

Prod.  Order  No.    "> 
Quantity  on  Order       1 .200 

For      ''" 

Date_J^ 

shed  StorerooB 
3,   1B33 

MATERIAL  USED                                                            | 

Date 

Req. 
No. 

Matemil  A 

Material  B 

Material  C 

Material  D       | 

Qu«.. 

Cost 

Quae 

C«rt 

Quan. 

Cost 

Quan 

Cost       1 

1/  3/32 

300 

1,700 

00 

1/  ■/» 

400 

1,SD0|00 

1/ia/aa 

280 

1,470 

00 

i/iB/aa 

600 

2,155 

35 

l/18/M 

300 

1,300|00 

1/38/33 

300 

1,57S 

00 

Total 

300 

1,700 

00 

so 

SBC 

3.045 

00 

Toa 

a.Boojoo 

SOO 

2,15S 

25 

Unit  Cost 

S 

S 

25 

too 

4 

31 

DIRECT-LABOR  COST                                                       | 

Week  ending 

Houis 

Cost         J        Week  ending 

Hours 

Coet        1 

Jin.     7,  1923- 

3,500 

2.450 

"      U,     " 

3.000 

3,100 

00 

"      31,     " 

3,300 

1,680 

00 

"      38,     " 

1,808 

1.119 

10 

Total 

10,808 

7,339 

10 

OVERHEAD  EXPENSE                      „_._                           | 

Date 

Hours 

per  Hour 

Amount    | 

1/38/22 

10, BOB 

25 

3,652 

00 

Total 

3,6S3 

TO 

COST  SUMMARY 

Completed 

J*n.   28,  1922 

Material 

Total  Coet 

Cw 

t 

9,700 

35 

1 

08 

Quantitv  made 

1,200 

Direct  Ubor 

7,339 

10 

e 

11 

2,652 

00 

2 

21 

T 

otftl  Factory  Cost       | 

19. 8S] 

35      le 

*5 

The  Cost  Sheet 
Figure  7. — Trace  all  material  used  in  Production  Order  No.  10  back  to  the  list  of 
material  requisitions  in  Figure  6.    The  entries  for  direct-labor  charges  and  overhead 


marized  on  the  cost  sheet.    Refer  to  thia  cost  sheet  as  you  continue  with  the  discussion. 
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therefore,  that  each  workman  make  out  a  dally  report  to  show  the  time 
spent  by  him  on  each  production  order.  These  reports  go  to  the  cost  de- 
partment where  they  are  summarized,  by  production  orders,  as  shown  in 
the  second  section  of  the  cost  sheet. 

For  example,  John  Davis  reported  his  time  in  the  factory  for  January 
4, 1922,  on  a  daily  labor  report  as  illustrated  in  Figure  8. 


DAILY  LABOR  BEPORT 

No.         10 

rvp-rtm»nf                A-ltaehiniQB                                                n-,.      j,n.  4            .o 

22 

JobD  DiTia 

j 

Occupati 

Ri"«r 

Machine  No 

247 

Order 

No. 

Dbbcwption  ar  Wokk 

Time 
Started 

Time 
Stopped 

Elapsed 
TmE 

AUOUNT 

10 

Beuilng  Jl  1201 

8:00  AH. 

12:00  A.H 

t  hit. 

2 

40 

11 

"       1    308 

1:00  F.H. 

3:00  F.H. 

a   " 

1 

20 

12 

i  1206 

3:00  P.H. 

5:00  F.H- 

2     " 

1 

20 

ToUl 

B  hrs. 

4 

go 

rnloiiliitMl    hv                 K.   J- 

,      ,                                                  W««.  T«tf 

S.eo  p«r  far. 

Posted  t 

n  r«.t  ah«..,  Ky                 B.  L. 

3.  Snitli 

ForemSD 

These  daily  reports  are  numbered  consecutively.  The  time  that  the 
workman  starts  and  stops  work  on  a  job  is  recorded  on  the  labor  report  by 
the  workman  or  the  foreman.  The  total  time  spent  on  a  job  is  called 
elapsed  time.  The  time  reports  of  all  productive  workmen  are  collected 
daily,  usually  by  the  timekeeper,  who  is  in  charge  of  the  pay  roll.  The 
timekeeper  will  check  these  time  reports  with  the  time  clock  cards  and 
make  any  necessary  corrections  or  changes.  At  the  close  of  the  day,  he 
sends  all  the  time  reports  to  the  cost  department. 

The  cost  department  will  now  charge  the  labor  to  each  job  on  the  cost 
sheet  provided,  making  the  proper  distribution  between  direct  and  indirect 
labor.  The  indirect  labor  is  included  under  overhead,  as  shown  in  the  cost 
sheet. 

You  will  Dote  the  entries  for  direct  labor  on  the  cost  sheet  for  Produc- 
tion Order  No.  10.  The  accountant  made  these  entries  on  the  cost  sheet 
at  the  close  of  each  week,  instead  of  daily,  since  that  seemed  to  be  a  more 
convenient  plan. 
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These  time  reports  are  then  filed  in  the  cost  department  for  future  ref- 
erence. In  some  concerns,  they  are  not  sent  to  the  cost  department,  but 
are  retained  by  the  timekeeper,  in  which  case  he  sends  only  a  sommary  to 
the  cost  department. 

In  any  case,  the  cost  department  verifies  the  final  pay  roll  for  the  gen- 
eral accounting  department.  In  doing  this,  it  uses  the  clock  cards  or  the 
time  reports.  This  pay  roll  is  sent  to  the  general  bookkeeper,  who  enters  it 
in  the  pay-roll  voucher  and  then  in  the  voucher  register  as  a  debit  in  the 
Goods-in-Proce33  Account  column  and  a  credit  in  the  Vouchers  Payable 
Account  column. 

The  indirect-labor  charge  is  also  entered  in  the  voucher  register,  as  ex- 
plained later  in  the  assignment. 

Pay  Roll — For  Direct  and  Indirect  Ulbor.  The  labor  reports  juat  de- 
scribed are  the  means  of  getting  direct  labor  charged  to  the  proper  Cost 
Accounts.    It  is  necessary,  therefore,  to  have  some  record  of  the  total  time 


PAY  ROLL 

Wtrt  EoAiit     J*a.   7     in3 

Nub 

No. 

MOH. 

T. 
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w 
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10 

00 
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10 
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B 
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8 

8 

45 
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50 

22 

63 

22 

63 
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9 
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1 

7 
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48 

55 
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20 

34 

20 
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IJ 
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3 

10 

i 

8 

41 

60 

25 

30 

16 

00 

9 

10 

DiTii  John 

14 

S 
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8 

ID 

1 

7 

* 

48 

50 

38 

00 

28 

00 
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IS 

S 

8 

e 

8 

44 

i 

43 

18 

20 

IS 

30 
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16 

B 

8 

B 

B 

44 

i 

48 

21 

48 

IS 

00 

S 

4S 

Fir  John 
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1 

8 

3 

8 

10 

40 

13 

00 

13 

00 

^^ 
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- 

u 

u 
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- 

u 

u 

J 
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— 
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- 

- 

- 

- 

- 

— 

- 

77S 

7BS 

765  H  820 

... 

«s 

.... 

sosooo 

190  00 

Hceootj 

Rgarc  9. — ^This  pa^  roll,  as  you  will  note,  does  not  g^va  all  tha  names  of  the  emplojM. 
The  totals  given  at  the  bottom  therefore  include  the  amounts  and  flgnres  omitted.    Aa 
you  continue  with  the  discussion,  you  will  see  how  the  total  pay  roll  is  distributed 
between  oirect  and  Indirect  labor. 
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ctf  employes.  Generally,  the  workmen  are  given  clock  numbers,  and  they 
are  required  to  punch  the  time  on  a  clock  card  when  they  come  in  and  when 
they  leave  the  factory.  These  clock  cards  are  used  in  verifying  the  pay 
roll,  a  form  of  which  is  illustrated  in  Figrure  9.  Workmen  engaged  in  in- 
direct labor  do  not,  as  a  rule,  make  out  daily  reports  in  the  anme  manner 
aa  productive  workmen,  altho  their  time  is  also  recorded  on  the  pay  roll. 
At  the  end  of  each  pay  period,  the  pay-roll  distribution,  part  to  direct  labor 
and  part  to  indirect  labor,  should  agree  with  the  total  pay  roll.  If  any 
advances  are  made  to  employes,  they  are  deducted  from  the  workmen's  pay. 

The  pay-roll  distribution  for  the  week  ending  January  7,  1922,  was 
as  follows: 

Dirsct  Labor  Ch«rg«d  t«  ProducUoQ  Ordari  tbni  Diilj  Ubor  RaporU      U, 700. 00 
Indirect  Libor  350.00 

15,050.00 

This  pay-roll  distribution  would  then  be  attached  to  the  pay-roll  voucher 
which  would  be  recorded  in  the  voucher  register  as  follows: 

D«bil  CoIudb; 

Goods  ia  FrocaBi M, TOO. DO 

Indirect  Ubor 350.00 

Credit  Coluime: 

Toucbere  Ferable  15,060.00 

A  voucher  check  for  the  net  amount  of  the  pay  roll,  $4,660.00,  would 
be  issued.  The  advances  would  be  debited  to  Vouchers  Payable  when 
they  were  made. 

The  pay  roUs  of  January  14,  January  21,  and  January  28  would  be 
treated  in  a  similar  manner.  The  amount  accrued  on  January  31  would  be 
recorded  in  the  voucher  register,  but  would  not  be  paid  until  the  first  pay 
day  in  February.  This  method  of  handling  accrued  wages  was  explained 
in  Assignment  22. 

How  Overhead  Expenses  Are  Charged  to  Manufacturing  Cost  on  the 
Coet  Sheet.  The  next  element  of  expense  to  be  charged  to  production 
orders  is  the  factory  overhead.  This  is  also  included  on  the  cost  sheet 
under  overhead,  as  given  in  Figure  7.  You  have  already  learned  in  Assign- 
ment 23  what  items  are  included  under  manufacturing  expenses  or  over- 
head, for  example,  janitors'  wages,  superintendents'  salaries,  repairs,  de- 
preciation, etc. 

Overhead  Distributed  According  to  Direct-Labor  Hoars.  There  are 
various  ways  of  distributing  this  overhead  to  the  various  production  or^ 
ders ;  for  example,  on  the  basis  of  direct-labor  costs,  on  the  basis  of  ma- 
chine hours,  or  on  the  direct-labor  hours.  All  these  methods  will  be 
explained  in  detail  in  the  section  on  Cost  Accounting  Procedure. 

Since  the  last  mentioned  method  of  distributing  overhead  expense  on 
the  basis  of  direct-labor  hours  is  the  simplest,  we  shall  explain  it  here. 

The  total  manufacturing  expense  of  the  Beaver  Manufacturing  Com- 
pany, for  the  month  of  January,  1922,  which  was  charged  to  various  manu- 
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facturiox  accounts  in  the  general  lederer,  amounted  to  ^,900.00,  as  E^own 

below. 

FiEtoiy  Suppliai  t    336.00 

Indiract  Ltbor  ^  3,135.00 

Halt  »nd  Powar 381.00 

Bapaira  to  Htchineir  ind  Tooli   333.00 

DapraciaUon  of  Bnilling,  KichineTT.  and  Toola SS8.00 

Inanrance     IIS.OO 

T»i»e 40.00 

UiacalltneDua  Paclorjr  Etpcoaaa BS.OO 

•3,000.00 

The  number  of  direct-labor  hours  which  were  spent  on  the  various 
production  orders  during  January  were  as  follows: 

Ordar  Dinci-Labor 

nunbar  Hour* 

10 10,608 

11 1,873 

13 3,808 

13 3ia 

Tolal      15,600 

Since  the  total  overhead,  $3,900.00,  is  to  be  distributed  to  these  four 
production  orders  according  to  the  number  of  direct-labor  hours  spent  on 
each  order,  we  must  first  determine  the  rate  per  direct-labor  hour.  This 
is  done  by  dividing  the  total  overhead  by  the  direct-labor  hours  for  the 
month,  15,600. 

$3,900.00  -^  15,600  =  $0.25  per  direct-labor  hour. 

In  order  to  determine  the  amount  of  overhead  for  Production  Order  No.  10, 
we  will  multiply  the  number  of  direct-labor  hours  spent  on  Production 
Order  No.  10,  namely,  10,608  by  $0.25,  which  amounts  to  $2,652.00.  This 
is  the  amount  you  will  find  for  overh^  on  the  cost  sheet  for  Prdouction 
Order  No.  10,  in  Figure  7. 

The  overhead  to  be  distributed  to  the  other  three  production  orders, 
11, 12,  and  13,  is  determined  in  the  same  way  as  in  the  case  of  Production 
Order  No.  10.  That  is,  the  number  of  direct-labor  hours  spent  on  each 
order  is  multiplied  by  the  hour  rate,  $0.26,  as  shown  in  the  following 
schedule: 

Ordar  Ko.  Diract'Ltbor  Orarhsid  Rata  OfsriiMd 

Boura  par  Hoar  Expanaa 

10  10,603  I  .39  13,633.00 

11  1,373  .33  438.00 
19  8,801  .15  703.00 
IS               813                .at  76.00 

Total  IE, 300  13,300.00 

This  total  overhead  expense,  $8,900.00,  has  been  charged  to  the  pro- 
duction orders  on  which  work  has  been  done,  and  therefore  must  also  be 
used  for  an  entry  in  the  general  journal  as  follows: 

Dablt:     Goods  in  Froca«a U, 300.00 

Credit:    Hanufaeturing  Etpanaa     13,300.00 
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How  the  Unit  Cost  Is  Detennined  from  Cost  Sheets.  In  the  cost  sheet 
illustrated  for  Production  Order  No.  10,  in  Figure  7,  you  will  observe  that 
the  three  elements  of  factory  cost  have  now  been  properly  charged; 
namely: 

Direct  Material 
Direct  Labor 
Overhead 

The  job  was  completed  on  January  28.  At  the  end  of  the  month,  the 
cost  accountant  fills  out  the  summary  at  the  bottom  of  the  sheet  for  the 
various  cost  elements  and  ascertains  the  unit  cost  to  be  $16.40.  The  fin- 
ished product  is  transferred  to  the  stock  room  to  be  left  there  until  a 
shipping  order  instructs  the  shipping  clerk  to  ship  the  commodity  to  the 
customer. 

The  cost  sheet  is  taken  out  of  the  cost  ledger  and  transferred  to  a  ledger 
for  completed  work.  If  there  are  many  classes  of  commodities  manufac- 
tured, it  is  desirable  to  have  stock  records  on  which  the  quantity  and 
value  of  each  commodity  received  and  shipped  out  of  the  stock  room  are 
recorded  in  the  same  manner  as  that  described  for  stores  records.  The 
controlling  account  for  the  stock  records  is  commonly  designated  "Finished 
Goods." 

How  Cost  Ledger  Is  Controlled  by  Goods-in-Process  Account.  You  have 
learned  how  the  Raw-Material  Account  controls  the  stores  ledger.  It  ia 
just  as  important  that  the  cost  ledger  should  be  controlled  by  the  Goods- 
in-Process  Account  in  the  general  ledger.  The  following  outhne  shows 
how  the  cost  ledger  is  related  to  Goods-in-Process  Controlling  Account. 

1.  The  inventory  of  material  in  process,  December  31,  1921,  is  debited 
in  total  to  Goods-in-Process  Account  and  in  detail  to  the  cost  ac- 
counts. 

Material  requisitions  are  recorded  in  detail  on  the  cost  accounts 
but  in  total  from  the  summary  of  requisitions  to  the  controlling 
account. 

2.  The  inventory  of  labor  in  process,  December  31,  1921,  is  debited  in 
total  to  the  Goods-in-Process  Account,  and  in  detail  to  the  cost 
accounts. 

The  daily  labor  reports  for  direct  labor  are  recorded  in  the  cost 
accounts,  but  are  summarized  and  charged  in  total  to  Goods-in- 
Process  Account. 

3.  A  determined  rate  of  overhead  cost  per  hour  is  used.  This  rate  is 
multiplied  by  the  number  of  direct-labor  hours  expended  on  each 
production  order  during  the  month,  and  the  amount  is  charged  to 
the  cost  accounts.  A  summary  of  all  such  charges  is  debited  to 
Goods-in-Process  Account  and  credited  to  the  Manufacturing  Ac- 
count. J 

4.  When  a  production  order  is  finished,  the  coat  sheet  representing  the 
factory  cost  is  transferred  from  the  cost  ledger.    The  finished  prod- 
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uct  is  charged  to  Stock  Accounts  at  the  unit  factory  cost.  A  som- 
mary  of  all  orders  finished  during  the  month  is  the  basis  of  an  entry 
debiting  Finished-Goods  Account  and  crediting  Goods  in  Process. 

6.  The  difference  between  the  gross  debits  and  the  gross  credits  in  the 
Goods-in-Process  Controlling  Account  represents  the  inventory  of 
goods  in  process  at  the  end  of  the  month.  A  list  of  all  the  chaj^^es 
for  material,  labor,  and  overhead  on  the  cost  sheets  of  orders  un- 
completed at  the  end  of  the  month  should  total  up  to  the  amount  of 
the  balance  in  the  Goods-in-Proceas  Controlling  Account. 

Thus,  we  have  a  perpetual  inventory  of  the  cost  accounts  which 
are  under  control. 


Finished  Goods  in  the  Stock  Room 

When  the  product  is  finished  so  that  it  is  ready  for  sale,  it  fiasses  from 
the  Goods-in-Process  stage  to  the  Finished-Goods  stage.  Since  the  cost 
of  each  unit  is  known,  finished  stock  records  may  be  kept  in  the  same 
manner  as  described  for  stores  accounts.  The  Finished-Goods  Account 
in  the  general  ledger  is  debited  with  the  factory  cost  of  goods  manufac- 
tured. When  the  goods  are  shipped  out  to  customers,  the  factory  cost  of 
those  goods  may  be  ascertained.  An  entry  may  then  be  made  at  the  end 
of  each  month  debiting  Cost-of-Goods-Sold  Account,  and  crediting  Finished 
Goods  with  the  cost  of  shipments. 

Method  of  Figuring  Cost  in  Process  Manufactnring.  Thruout  this  as- 
signment we  have  shown  how  the  cost  of  production  is  determined  by 
means  of  production  orders;  in  certain  industries,  however,  the  production 
order  method  is  not  in  use.  This  is  due  to  the  fact  that  the  process  of 
manufacturing  is  continuous  and  not  according  to  specific  orders.  For 
example,  in  the  manufacturing  of  soap,  paper,  cement,  etc.,  the  same  ma^ 
terial  must  pass  continuously  thru  various  processes  and  operations  in 
such  a  way  that  it  is  impossible  to  determine  where  one  lot  ends  and  the 
next  begins.  In  such  cases,  therefore,  we  must  determine  the  unit  cost 
of  each  process.  This  is  found  by  dividing  the  total  cost  of  each  process 
by  the  number  of  units  produced  during  a  certain  period.  Then,  the  total 
manufacturing  cost  of  each  unit  is  the  sum  of  the  unit  cost  of  each 
process. 

More  will  be  said  about  this  method  of  cost  determination  in  the  sec- 
tion on  cost  accounting  procedure. 

Summary  of  Accoonts  in  the  Beaver  Manufacturing  Company.  To  sum- 
marize the  situation  of  the  Beaver  Manufacturing  Company  after  a  per- 
petual inventory  of  the  three  stages  of  production  had  been  in  use  for 
one  month,  we  need  only  to  know  the  factory  cost  of  goods  sold  and 
shipped  to  customers.  The  cost  of  finished  goods  on  hand  on  January  1, 
1922,  amounted  to  $33,500.00,  and  the  factory  cost  of  goods  manufactured 
during  the  month  amounted  to  $34,112.60.  It  was  found  that  the  sales 
for  the  month  amounted  to  $40,600.00,  the  cost  of  which  was  $30,460.00. 
The  general  ledger  accounts  would  appear  as  follows: 
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JtD.    1    Inviatorjr 


BAH  MATERIAL 


1B32 
J*o.  31  Haurial  iaanad  to  fac- 
t0T7  during  the  BODth 
■nd  chirjad  to  produc- 
tion ord«ri  117,860.60 


Jm.  31  Bilt 


■  on  htnd  . 


10, Bt 


F«b.  1  Br  Unci 


GOODS  II  PBOCISS 


T5» '^^ 

J».  1 

iDTantoiT tU.HO.OO 

Jan.  31    FactoTj  coat  of  produc- 
tion ordora  finiakad 

-    81 

Httariil  i*»ed  frea 

»d  dalivarad  to  Ua 

■torirooa  and  chargad 

■tock-rooB    .... 

•sd.m.eo 

to  prodiction  ordari  .    17, HO. SO 

Jan.  31    Btlanco  in  procoai     . 

U.OBl.flO 

Jan.  SI 

Diract  Ubor  chargad  to 
production  ordori  Urn 
d«il7  Ubor  roporti     .     11,4M.00 

Jtn.  31 

OreAaad  axpaniaa     .   .   .      3,100.00 
•M,1H.U 

UB.m.M 

r»b.   I 

BaUnca tU.OBl.OO 

FI11I3HBD  GOODS 

Jan.     1    Invantorjr 

"    31    Factory  coit  of  gooda 
finlahod  

.  MS, 800 .00 
.  S34.113.60 

1«33 

Jan.  31    Colt  of  goods  ihippod 
to  cnatoBora     .   .   . 

Jan.  31    Bilanci  on  liand  .   .   . 

IS0,6M.00 
37,163.60 

167,613 .60 

•67.613.80 

Balanca     

.  «7,16S.6D 

COST  OF  GOODS  SOLD 


-ma 

Jan.  31    Coit  of  finiabod  gooda 

abippad  to  cnitoHn  .  t30,4Sa.OO 


Jan.  31    Tranafarred  to  Trading    ISO, 460. 00 


0  Trading  .  640.600.00 


The  balances  of  the  Cost  of  Goods  Sold  and  Sales  Accounts  are  now 
closed  into  the  Trading  Account.  It  should  be  understood,  of  coarse,  that 
all  the  transfer  entries  referred  to  above  should  be  made  by  journal 
entries,  as  was  fUUy  discussed  in  Assignment  6. 
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1B33 
JiD.  31    Coat  ef  Salti     .   .   .   . 
"    31    GroBB  Profit  cirriad  I 
Profit  lod  loBO     .   . 


TIUDIHG  ACCOniT 


HO, 600.00 


The  Trading  Account  is  only  a  summary  account,  which  is  set  up  at 
the  end  of  the  accounting  period  for  the  purpose  of  recording  permanently 
the  gross  profit  for  each  period.  In  actual  practice  it  will  ^ten  be  found 
that  the  closing  entries  are  made  directly  to  the  Profit-and-Loss  Account. 

You  should  now  examine  this  Trading  Account  together  with  that 
illustrated  in  Assignment  23.  You  will  note  that  by  maintaining  per- 
petual inventories  it  is  not  necessary  to  set  up  the  finished  goods  inven- 
tory by  debiting  or  crediting  the  Trading  Account,  as  the  case  may  be, 
because  the  inventory  is  already  on  the  bix>ks. 

The  Goods-in-Process  Account  compares,  in  a  similar  manner,  with 
the  Manufacturing  Account  in  Assignment  23. 

The  perpetual  inventory  thus  enables  the  accountant  to  ascertain  the 
financial  condition  of  the  business  at  the  close  of  every  month  thru  the 
preparation  of  a  balance  sheet  and  profit  and  loss  statement,  without 
taking  a  physical  inventory. 

MAIN  POINTS  OF  THIS  ASSIGNMENT 

This  problem,  taken  from  the  Beaver  Manufacturing  Company  and 
carried  thru  Assignments  23  and  24,  illustrates  in  a  very  practicid  way 
the  application  of  the  most  fundamental  principles  of  factory  accounting. 
Thoe  are  many  other  important  features  that  are  essential  to  a  knowledga 
of  cwt  accounting,  which  will  be  treated  fully  in  a  later  section  of  your 
course. 

For  the  present,  we  are  conca*ned  with  certain  elonentary  prindidea 
that  govern  manofactoring  accounts,  which  may  be  briefly  summarized 
thus: 

First:  The  perpetual  inventory  plan  provides  an  accurate  control  for 
inventories.  Losses  from  theft,  breakage,  etc,  can  be  quickly  dia- 
covered.    It  also  does  away  with  prolonged  shutdowns. 

Second :  It  provides  an  accurate  record  of  materials  in  case  of  loss  by 
fire. 

Third:  It  makes  possible  monthly  statements  without  the  work  of 
taking  physical  inventories. 

Fourth:  The  perpetual  inventory  records  are  controlled  by  accounts 
on  the  gan^nl  ledger. 

1.  Raw-Materials  Account  controls  the  stores  ledger. 

2.  Goods-in-Process  Account  controls  the  cost  ledger. 

3.  Finished-Goods  Account  contrc^  the  finished-stock  ledger. 
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Fifth:  The  stores  ledger  accounts  contain  a  record  of  goods  received, 
goods  taken  out,  and  balance  on  hand.  Entries  are  made  from  the 
material  requisitions. 

Sixth:  The  ooet  ledger  is  made  up  of  cost  sheets,  one  for  each  pro- 
duction order.  1%e  cost  sheet  contains  a  record  of  material  used, 
direct  labor,  and  overhead.  The  data  on  the  cost  sheet  is  taken 
from  the  material  requisitions,  the  direct-labor  reports,  and  the 
overhead  distribution. 

Seventh :  Overhead  may  be  distributed  in  various  ways.  In  this  as- 
signment it  is  distributed  according  to  direct-labor  boors. 


PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  24 

You  are  asked  to  solve  the  following  problems  which  have  been  selected 
from  various  manufacturing  plants  and  adapted  to  the  discussion  of  this 
assignment: 

1.  The  inventories  of  the  Piston  Ring  Company  at  the  close  of  the  year 
ending  Dec^nber  81,  1921,  are  as  follows : 

Ri¥  HiUriil  S1B,S3S.00 

Goode  in  Proceii  11,810.00 

Ftoiabsd  Good*  3B,S13.00 

During  the  month  of  J'anuary,  1922,  the  purchases  of  raw  materials 
amounted  to  $18,498.00.  A  summary  of  material  requisitions  showed 
that  there  had  been  charged  to  production  orders  during  the  month 
raw  materials  to  the  amount  of  $17,808.00. 

The  direct  labor  charged  to  production  orders  during  the  month  was 
$23,785.00. 

The  overhead  charged  to  production  orders  on  the  basis  of  direct-labor 
hours  amounted  to  $18325.00. 

The  total  factory  cost  of  goods  finished  during  Jannary  was  $86,810.00. 

The  sales  to  customers  amounted  to  $76,600.00,  the  cost  of  which  was 
$50,400.00. 

(a)  Show  journal  entries  for  recording  transactions  during  January. 

(b)  Prepare,  as  of  Jannary  81, 1922,  the  following  ledger  accounts: 

Raw  Material 
Goods  in  Process 
Finished  Goods 
Cost  of  Goods  Sold 
Sales 

(c)  Indicate  the  amount  and  per  cent  of  gross  profit  on  the  sales  for 
January. 
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2.  State  clearly  what  transactirai  or  operation  probably  eaased  each  of  the 
fdlowing  entries  to  be  made,  and  from  what  source  you  will  get  the 
informauon  to  determine  the  amount  of  the  entry  in  each  case: 


(i)  ttatarUl*  in  Proctss  .  .  . 

HiUritU 

(b)  iccomiti  KiceiTtble  (J.  B. 

Stlaa     

Coit  of  Good*  Sold  .... 

Finlihtd  Goodt  in  Stock 
CO  Direct  Libor 

Cdh 


0.00 


8.  Using  the  following  data,  prepare  a  cost  sheet  for  Production  Ordw 
No.  22,  which  requires  2,000  of  Article  A  to  be  manofactm-ed  for  fin- 
ished stock.  The  order  was  started  December  16  and  completed  De- 
cember SI,  1922. 

The  following  is  a  list  of  material  requisitions: 


to  this  order  is  obtuned. 


Overhead  expense  is  distributed  on  the  basis  of  direct-labor  hours,  the 
rate  being  $0.S0  per  hour. 


Itatoriil                    Oatatitr 

iMnat 

Httariil  I                3,300  Iba. 
"        I                    800    " 

I                3,100    " 
"        Y                    MO    " 

I                    BOO    " 

«l,830.00 

480.00 

3,335.00 

876.00 

SOO.OO 

oimaries  the  following  information  appi 

iMtmt 

Honri 

1197.00 
■BO. 00 
318.00 

380 

1,880 

MO 
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PROCEDURE 


Elements  of  Accounting  Practice 


Assignment  25 

CIASSinCATION  OF  ACCOUNTS 


TOO  many  young  men  have  an  idea  that  opportunity 
must  be  ^inist  upon  them,  and  do  nothing  to  prepare 
themsehres  for  grasping  it  when  it  comes.  In  spite  of  the 
fact  that  our  con^iany  has  refused  to  go  outside  for  its 
officials  and  has  promoted  men  fnyra.  the  ranks,  we  have 
had  case  after  case  where  we  have  actually  tried  tx>  thrust 
promotion  upon  men  who  were  apparendy  ambitious  but 
who  had  left  themselves  imprepared. 

WALTER  C.  ALLEN 
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LaSalle  Extension  University 

Chicago 


-d  by  Google 


ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  Ulster 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  General  Ledger 

4.  ClOBing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  The  Cash  Journal 

8.  Merchandise  Records — ^The  Purchase  and  Sales  Jonnuds 

9.  Subdivision  of  the  Ledger 

10.  ColoninizBtion 

11.  Prmmissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Uiding 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Bonks  and  Business  Papers 

15.  finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissolution  Problems — Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operatimi 

21.  Corporation  Accounting — Re<Hg8nizaticHiB — Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements — General  Review 
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CLASSIFICATION  OP  ACCOUNTS 

•  Accountants  aim  to  keep  their  records  in  an  orderly  and  accurate  man- 
ner, so  that  at  any  time  they  can  collect  from  these  records  any  information 
that  the  business  man  desires. 

To  provide  an  effective  and  usable  record,  it  is  necessary  to  classify 
properly  all  details  that  gro  into  the  record.  It  is  also  essential  to  classify 
the  data  when  taken  from  the  record  and  summarized  in  the  accounting 
statements  and  reports.  In  other  words,  classification  is  one  of  the  funda- 
mental principles  numing  thruout  all  accountins  work.  To  be  able  to  clas- 
sify accounting  facts  properly  is  one  of  the  chief  qualifications  of  the  good 
accountant. 

Jn  the  preceding  assignments,  classification  has  been  illustrated  in 
many  ways.    For  example,  the  following  methods  have  been  explained: 

1.  Items  on  the  balance  sheet,  the  inroflt  and  loss  statement,  and 
the  manufacturing  statement  should  be  so  classified  that  busi- 
ness men  will  find  it  easy  to  understand  and  interpret  them. 

2.  TranaactionB  are  so  classified  in  the  ledger  accounts  as  to  pro- 
vide definite  summaries  for  the  statements. 

8.  Ehitries  in  the  special  journals  are  classified  into  columns  to 
make  possible  the  posting  of  totals  to  the  ledger. 

4.  The  ledger  is  subdivided  and  all  customers'  and  creditors*  ac- 
counts are  classified  respectively  into  the  accounts  receivable 
and  accounts  payable  groups. 

6.  Auxfliary  records  are  arranged  for  the  classification  of  numerouB 
details,  as  the  petty  cash  book,*  the  car  record  book,  the  insur- 
ance book,  the  note  register,  etc. 

6.  The  working  sheet  aids  in  properly  classifring  items  prdiminary 
to  preparing  the  balance  sheet  and  the  profit  and  loss  statemoit. 

7.  The  voucher  system  and  tiie  perpetual  inventory  system  make 
possible  a  more  detailed  classification  of  charges  and  costs. 

8.  Di  factory  accounting,  the  costs  and  expenses  of  manufacturing 
are  classified  separate  from  the  administrative  and  selling  ex- 
penses, so  as  to  provide  information  that  is  important  to  the 
manufacturer. 

This  is  a  brief  summary  of  the  various  phases  of  the  prindples  of  claB- 
Biflcation  in  accounting.  Other  uses  might  be  mentioned,  but  these  eight 
show  plainly  their  importance  to  the  accountant.  The  chief  purpose  is  to 
provide  an  accurate  summary  of  business  transactions  in  financial  state- 
ments that  are  explanatory  of  results.  In  other  words,  classification  hdps 
the  accountant  to  secure  and  classify  information  which  will  aid  the  busi- 
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nes8  man  to  control  his  businesB  most  eflSdently.  These  sreneral  principles 
apply  especially  to  the  grouping  of  accounts  and  the  securing  of  business ' 
statistics. 

How  Ledger  Accounts  Are  Classifled.  While  accounts  have  been 
grouped  in  various  ways  by  different  accounting  authorities,  there  are  two 
methods  that  have  been  used  more  than  any  others.  With  tiiese  you  should 
be  thoroly  familiar. 

Accounts  were  originally  classifled  into  two  groups,  personal  and  imper- 
sonal. 

1.  Personal  accounts  included  all  accounts  with  persons;  for  exaiur 
pie,  customers,  creditors,  and  proprietors. 

2.  Impersonal  accounts  included  all  such  accounts  as  Cash,  Mer- 
chandise. Equipment,  Buildings,  etc. 

This  is  the  classification  that  was  used  first  when  the  double  entry  sys- 
tem was  adopted  in  place  of  the  single  entry  system.  According  to  the 
single  entry  method,  which  will  be  explained  in  the  next  assignment,  ac- 
counts were  kept  only  with  persons.  When  double  entry  was  introduced, 
new  accounts  were  also  set  up  for  various  assets  and  liabilities ;  in  other 
words,  imperscnal  values.  Naturally,  with  this  transition  accounts  were 
classified  into  two  groups,  namely,  personal  accounts  and  impersonal  ac- 
counts. 

This  classification,  however,  proved  to  be  inadequate,  because  it  did  not 
meet  the  statistical  needs  of  business.  As  the  science  of  business  devel- 
oped, there  sprang  up  a  greater  demand  for  information  on  every  phase 
of  business  operations.  The  result  was  a  grouping  of  accounts  more  in 
accordance  with  business  functions  so  that  they  could  be  easily  summarized 
in  the  financial  statements,  as  explain&l  in  the  following  paragraph. 

Accounts  are  now  generally  classified  as  real  and  nominal. 

*  1.   Seal  accounts,  which  show  the  financial  condition  of  a  business, 

such  as — 
Assets 
Liabilities 
Capital 
2.   Nominal  accounts,  which  show  the  progress  from  operationa, 
resulting  in  an  increase  or  decrease  of  capital. 

(a)  Trading  accounts,  such  as  Purchases,  Sales,  Purchase  Re- 
turns, Sales  Returns,  etc. 

(b)  Manufacturing  accounts,  such  as  Supplies,  Labor,  Repairs. 
Depreciation,  etc. 

(c)  Selling  and  administrative  accounts,  such  as  Salesmen's 
Commissions,  Dehvery  Expense,  Advertising,  Postage.  In- 
surance, etc 

(d)  Income  charges  and  credits,  such  as  Interest;  Sales  Dis^ 
counts.  Purchase  Discounts,  Miscellaneous  Income  and  Ex- 
pense. 
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This  broad  classification  of  accounts  into  the  real  and  nominal  groups 
is  the  basis  for  all  scientific  account  construction.  It  is  the  controlling 
principle  bacli  of  all  accurate  accounting.  These  large  groups  are  stiU 
further  subdivided  in  the  following  discussion. 

Classes  of  Assets.  Assets  are  classified  into  subgroups  according  to 
the  nature  ot  the  assets ;  for  example,  current,  fised,  intangible,  deferred, 
etc  Each  of  these  groups  In  turn  includes  a  certain  number  of  primary 
or  detail  accounts.    The  various  detail  accounts  might  be  grouped  thus: 

CURRENT  ASSETS 
Cash 

Accounts  Receivabls 
Notes  Beckevablb 
Raw  Material 
Goods  in  Process 

StJPPUES 

Merchandesb  or  Finished  Goods 
AcGBUBD  Interest  Receivable,  bto. 

FIXED  ASSETS 

BuiLDINaS 

Equipbibnt 
Machinbrt 

INTANGIBLE  ASSETS 
Goodwill 
Patents,  Tbadb-Mabks,  etc. 

DEFERRED  ASSETS 
Pbepaid  Insdrancb 
Prepaid  Rent 
Advertising 
Oroanization  Expense 
Moving  Exfxnsb 

Classes  of  Liabilities.  Liabilities  are  classified  into  curroit  and  fixed, 
according  to  whether  the  indebtedness  is  for  a  short  or  long  period.  Ac- 
counts Payable,  tor  example,  are  current  liabilities,  because  they  will  be 
paid  within  a  reasonably  short  time ;  Bonds  Payable,  on  the  other  hand, 
are  fixed  liabilities,  since  they  usually  run  for  a  period  of  years.  Some 
special  provision  is  usually  made  for  their  payment  by  means  of  a  sinking 
^nd.    The  various  detail  accounts  might  be  grouped  thus: 

CURRENT  LIABILITIES 
Accounts  Payable 
Notes  Payable 
Accrued  Interest  Paiablb,  etc. 

FIXED  LIABILITIES 

Mortoaoes 
Bonds  Payable 
Lono-Tebm  Notes 
Dkbehtdeb  Bonds 
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Proprietaty  Interest  or  Net  Worth.  The  third  class  of  real  accounts 
represents  capital  or  net  worth.  Net  worth,  in  a  single  proprietership,  is 
carried  in  one  account,  that  of  the  owner;  in  a  partnership,  the  ownerahip 
is  distributed  in  the  Capital  Accounts  of  the  several  partners;  and  in  a 
corporation,  the  proprietary  interest  is  shown  in  two  accounts,  one  for 
Capital  Stock,  and  the  other  for  Surplus. 

Trading  Aeconnts.  E!very  business  has  certain  trading  activities  which 
consist  of  the  buying  and  selling  of  merchandise  or  the  purchasing  of  raw 
materials  to  be  sold  later  as  a  manufactured  product.  Accordingly,  two 
main  groups  of  accounts  are  needed  to  determine  the  gross  profit:  a  salee 
group  and  a  purchase  group.  The  primary  accounts  might  l>e  aa  follows: 
PUBCHASEa 


PuacHASE  Returns 

pubchase  aux}wan0b8 

.Frbioht  Inwabd 
SALES 

Oboss  Sixjn 

Sales  Bbtdbns 

Sales  AiiLOWANCES 
In  Qie  case  of  manufacturidg,  there  is  added  to  the  raw  materials,  as 
they  are  processed  in  the  factory,  the  direct  labor  and  manufacturing  ex- 
penses, in  order  to  determine  the  cost  of  production.  The  special  features 
of  factory  accounting  dealing  on  this  subject  were  fully  explained  in  As- 
signments 23  and  24.  In  making  a  classification  of  accounts,  the  elements 
of  direct  labor  and  factory  expenses  are  generally  grouped  togetiier,  as 
stated  in  the  following  section. 

Hannfiutnring  Aeconnts.  The  special  accounts  needed  by  a  manufao- 
taring  concern  are  those  arising  from  the  mannfaeturing  operati<Kis. 
They  consist  of  direct  labor,  power  purchased  ch:  produced,  and  such  fac- 
tory expenses  as  heat  and  light,  depreciation,  taxes,  and  insurance.  All 
these  costs  and  expenses  are  kept  separate  ^vm  other  operating  expen- 
ses, so  that  the  cost  of  production  can  be  easily  determined  and  controlled. 

SeDiiig  and  Administrative  Accounts.    These  accounts  are  subdivided 
according  to  the  kind  and  amount  of  information  desired  by  the  manago- 
ment.    In  a  large  concern,  more  detail  accounts  are  needed  than  in  a 
small  concern.    Many  businesses  divide  them  into  three  groups,  each  of 
which  has  several  detaO  accounts,  as  follows: 
SELLING  EXPENSES 
Saleshbn's  Salaries 
Salebhbn's  Travblino  Expenses 
Salesmen's  Comhissions 
AnvEBTisiNa 
ADMINISTRATIVB  EXPENSES 
OrFiCKBs'  Salaries 
Omcs  Salabdes 

POSTAQE 

Telephone  Ain>  Tbuouph 
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GENERAIj  EXPENSE 
Dbprbcutiom 
Taxes 
Insubanob 

Incmoe  Charges  and  Credits.  Under  this  heading  are  grouped  all 
accounts  for  incidental  or  nonoperating  transactions,  such  as  Interest 
Expense  and  Interest  Earned,  Discounts  Allowed  and  Discounts  Earned, 
etc.  These  expenses  and  incomes  are  incidental  in  that  they  are  not  a 
part  of  the  operations  of  the  business.  Business  men  want  to  know 
what  their  true  operating  prolit  is  regardless  of  financial  circumstances. 
That  is  why  all  such  transactions  are  recorded  in  a  group  of  accounts 
separate  from  the  operating  accounts. 

Problem  IDnstrating  Classification  of  Accounts.  An  easy  way  to 
understand  the  classification  of  accounts  is  to  take  a  trial  balance,  such 
as  the  one  given  in  Figure  1,  and  group  the  accounts  into  their  proper 
classes. 

C.  0.  Wllioo 
TRIAL  BimCl,  pBcwibT  31,  1938 

D«liTei7  Iqnifaanl  I      700.00 

iccoUDla  FirabU S      780.00 

Aceauats  RectivabU 3,640.00 

Capital.  C.  C.  WiUon 5,833.00 

Casb l.asS.OO 

Satas  Diaeount U6.00 

Famitura  and  Fiitorai 600.00 

Incans  fron  Henl  195.00 

Inaaranca  Ixpanaa  330.00 

Intaraat  lipaasa  110.00 

HsrcbandiiB  Invantair,  Janaar;  I,  1912  1,570.00 

Hotai  Payabla  3,000.00 

lotaa  Raeaitibla  1,800. 00 

Offiea  Eipanat  845.00 

Purehaiea  6,310.00 

Purchaaa  Diacoanie  114.00 

Rant 1,875.00 

Silaa 13,480.00 

Sailing  Eipansa  730.00 

Suiiooerr  ana  Offiea  Suppltaa  (Bipaasa) 418.00 

Vagaa 1,047.00 

Interaal  Bscaivabla  11.00 

Intarest  larnad  1100 

Wasaa  Pajabla  17.00 

Inlaraat  Pajable  30.00 

Prapaid  Rant  135.00 

3Ution«i7  and  Offiea  Suppliaa  (Invantory) 40.00 

Prapaid  Inauranca  90.00 

Ul,38D.OO    131,330.00 

Currant  InTsotor;,  11,960.00 

Trial  Bauncc 
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CLASSIFICATION  OF  ACCOUNTS  FOR  C.  G.  Wn^ON 

I — ^Real  Accounts 

CUBBENT  ASSETS 
Cash 

Mebchandisb 
Accounts  RsscxiyABLB 
Notes  Recsivablb 
Accrued  Interest  Rbceivablb 

FIXED  ASSETS 

Delivery  EtjmPHENT 

FURNTTUBB  AND  FIXTURES 

DBPERRED  CHAEQES 
Prepaid  Hbnt 
Prepaid  Insurance 
Stationery  and  Office  Supplies 

CURRENT  LUBILITIES 
Accounts  Payable 
Notes  Payable 
Accrued  Wages  Payable 
Accbueo  Interest  Payable 

PROPRIETORSHIP 

C.  G.  Wilson,  Capital 

11 — ^Nominal  Accoanta 

TRADING  ACCOUNTS 
Purchases 
Sales 

OPERATING  EXPENSES 
SsLUMG  Expense 
Wages 

ADMINISTRATIVE  EXPENSE 
Stationery  and  Office  Supplies 
Office  Expense 

GENERAL  EXPENSE 
Rent 

Insurance 

INCOME  CHARGES  AND  CREDITS 
Income  Charges 

Sales  Discoimts 

Interest  Expense 
Income  Credits 

Income  from  Beot 

Interest  Earned 

Pnrcha«e  Diacoimta 
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You  should  study  carefully  this  classification  before  reading  further 
in  the  asdgnment.  In  this  way  you  vrill  more  easily  graq)  the  onder- 
lying  principles  which  are  discussed. 

BeasMis  for  Gronpins  Accounts  into  Classes.  There  are  numerous 
advantages  resulting  from  the  classification  of  accounts.  Note  especially 
the  following: 

1.  Classification  of  accounts  helps  the  accountant  to  distinguish  cleariy 
between  capital  and  revenue  expenditures.  For  example,  a  capital 
expenditure,  say  $1,500  for  an  auto  truck,  may  be  incorrectly 
brought  into  the  Delivery  Expense  Account  instead  of  the  Deliv- 
ery Equipment  Account,  unless  it  be  clear  from  the  start  that  this 
transaction  is  a  charge  to  an  account  in  the  asset  group  rather  than 
to  an  account  in  the  operating  expense  group.  Thus,  by  firat  plac- 
ing the  transaction  in  the  proper  group,  the  chances  for  error 
are  greatly  reduced.  All  that  remains  to  be  done  is  to  charge  the 
proper  account  in  the  asset  group.  The  auditor  is  especially  inter- 
ested in  detecting  incorrect  entries  for  Capital  and  Revenue  expendi- 
tures. 

2.  Classification  of  accounts  aids  in  the  preparation  of  the  financial 
statements  because  the  accounts  are  properly  grouped  in  the  ledger 
with  as  little  mixture  of  the  real  and  nominal  elements  as  possible. 
Thus,  the  accounts  can  be  conveniently  summarized  in  the  state- 
ments. 

S.  Furthermore,  a  good  classification  makes  possible  a  further  sub- 
division of  detail  accounts  to  meet  the  demands  of  an  expanding 
business.  As  the  business  grows,  there  will  be  greater  need  for 
detail  information;  hence,  new  accounts  can  be  set  up  in  which 
this  information  is  to  be  collected.  As  these  accounts  grow  in 
number,  it  will  be  all  the  more  necessary  that  they  be  properly 
related  to  all  the  other  accounts.  This  can  be  accomplished  best 
by  classifying  all  new  accounts  in  their  proper  groups. 

Advantages  of  Uniform  Classification  of  Accounts.  During  recent  years 
an  effort  has  been  made  on  the  part  of  certain  trade  associations  to  develop 
uniform  classifications  of  accounts  for  certain  trades  and  lines  of  industry. 

For  example,  the  United  Typothetae  of  America  has  developed  a  stand- 
ard classification  of  accounts  for  printing  concerns  and  allied  businesses. 
Such  a  uniform  classification  is  intended  to  aid  the  printing  business  to 
maintain  orderly  records,  so  that  when  the  operating  costs  of  various 
printing  firms  are  compared  these  costs  will  be  on  the  same  basis,  and 
therefore  the  results  of  the  comparison  will  be  reliable  and  will  reflect  the 
facts. 

Uniform  classifications  have  also  been  worked  out  by  such  aaaodations 
as  the  National  Canners  Association,  the  Portland  Cement  Association,  the 
Cooperative  League  of  America,  the  National  Retail  Dry  Goods  Associa- 
tion, aitd  others. 
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CfU^ratiODS  regulated  by  the  government,  such  as  railroads,  steam- 
ship lines,  banks  that  are  members  ol  the  federal  Teeene  systan,  etc.,  are 
required  to  use  account  classifications  recommended  by  the  biteratate  Con- 
merce  Commiaaion  and  the  Federal  Reserve  Board.  This  requirement  is 
made  for  the  sake  of  convenience,  so  that  reports  r^uired  of  these  corpora- 
tions may  be  used  for  statistical  purposes.  In  this  way  the  reports  sub- 
mitted by  such  corporations  can  be  compared  without  recastin;  and  rear- 
ranging the  accounts. 

Accoont  Classifications  Vary  According  to  Business  Needs.    It  should 

be  pointed  out  here  that  the  classification  of  accounts  varies  according  to 
the  needs  of  a  certain  business  and  the  ideas  of  certain  business  men. 
Moreover,  accountants  differ  in  their  opinions.  One  accountant  will  classify 
certain  accounts  differently  than  another. 

This  variation,  however,  does  not  affect  the  main  classification.  You 
will  find  that  only  certain  accounts  are  handled  in  different  ways;  for 
example.  Taxes,  Insurance,  Discounts,  Bad  Debts,  etc 

Taxes  and  Insurance,  for  instance,  in  many  concerns  are  placed  in  the 
general  operating  expense  group,  while  in  other  businesses  they  are  classed 
as  "income  charges."  The  reason  usually  advanced  for  placing  them  in 
the  income  group  is  that  both  items  represent  expenses  for  the  protec- 
tion of  capital.  They  are  therefore  considered  similar  to  interest  that 
is  paid  for  the  use  of  borrowed  capital. 

Discounts  on  Purchases  and  Sales  are  also  handled  in  various  ways. 
In  certain  cases,  they  are  made  deductions  from  Purchases  and  Sales,  and 
hence  belong  to  the  trading  group.  More  generally  they  are  considered 
as  an  income  credit  or  charge.  The  principle  given  for  the  flrst  method 
is  that  a  discount  has  the  effect  of  reducing  the  amount  actually  paid  or 
received  for  purchases  and  sales.  Due  to  the  fact  that  discounts  are 
primarily  used  to  encourage  prompt  settlement  of  accounts,  and  are  thu* 
very  closely  related  with  the  financial  requirements  of  the  business, 
seems  more  logical  to  classify  them  as  income  items.  You  will  note  that 
they  are  so  considered  in  the  problems  of  this  assignment. 

Losses  from  bad  debts  are  sometimes  shown  as  an  operating,  adminis- 
trative or  selling  expense,  and  at  other  times  as  an  income  charge.  If  a 
regular  provision  for  losses  from  bad  debts  is  made  for  each  period,  as 
explained  in  Assignment  17,  the  first  method  would  seem  to  be  the  most 
logical.  When,  however,  accounts  are  charged  off  as  they  are  found  tf 
be  worthless  or  uncollectible,  it  is  better  to  consider  them  as  a  charge 
to  income  after  the  net  profit  from  operations  has  been  deteirnined. 

Gassification  of  Accounts  Made  More  Valuable  by  Use  of  Numbers 

Various  methods  of  numbering  accounts  have  been  developed  as  an  aid  in 
the  proper  grouping  of  accounts.  For  example,  the  account  for  cash  in 
the  ofiice  can  be  given  a  certain  number,  the  account  for  cash  in  the  bank 
another,  and  when  referring  to  these  accounts  the  numbers  may  be 
used.  Thus,  by  using  numbers  in  place  of  account  titles,  the  accountant 
saves  considerable  time  in  locating  accounts  in  the  ledger,  and  in  indi* 
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eating  accounts  on  vouchers  and  in  the  voucher  resister.  Numbers  are 
often  used  to  advantage  on  purchase  voudiers,  where  the  charges  are 
classified  by  one  person  and  recorded  by  another. 

Letters  of  the  alphabet  are  also  sometunes  used.  In  some  cases, 
letters  are  combined  with  numbers,  particularly  in  concerns  that  have 
several  operating  departments.  For  example,  a  certain  trading  concern 
in  Chicago  has  four  departments,  whch  are  designated  by  a  letter  of 
the  alphabet.  A,  B,  C,  and  D.  The  Purchase  Account  for  Department  A 
is  designated  as  Account  A  411,  and  that  for  Department  B,  as  6  411. 
Whatever  numbering  device  is  employed,  it  should  always  provide  for 
expansion.  That  is,  the  numbers  should  be  assigned  to  accounts  in 
such  a  way  that  when  new  accounts  are  needed,  they  can  be  numbered 
without  changing  the  entire  numbering  system  of  accounts. 

The  number  system  has  two  advantages :  ■ 

It  aids  in  the  logical  grouping  of  the  accounts ;  that  is,  the  accounts 
are  brought  into  their  natural  sequence. 

It  saves  time  in  offices  where  there  is  a  considerable  amount  of 
classifying  and  tabulating  work  to  be  done. 

The  following  classification  of  accounts,  which  was  taken  from  a  mer- 
cantile business,  does  this  very  thing.  It  admits  of  further  expansion, 
and  for  this  reason  has  met  with  considerable  favor. 

CLASSIFICATION  OF  ACCOUNTS  BY  NUMBERS 
1.    Assets 
11    CURRENT  ASSETS 

111  Cash 

1111  Cash  in  Bank 

1112  Petty  Cash 

112  Accounts  Receivable 

1121  Accounts  Receivable  A-D 

1122  Accounts  Receivable  E-M 

1123  Accounts  Receivable  N-T 

1124  Accounts  Receivable  U-Z 

113  Notes  Recetvable 

114  Accrued  Interest  Receivable 

115  Accrued  Commissions  Receivable 

116  Merchandise  Inventory 


12 

FIXED  ASSETS 

121 

Land 

122 

Buildings 

123 

Machinery 

124 

Delivbet  Equipment 

125 

FuRNTTUBE  AND 

FirruBBB 

■"■srs^iewi^ic 


13    DEFERRED  CHARGES 

131  Prepaid  Insurancb 

132  Pbepaid  Bxkt 

2.    Liabilities 

21  CURRENT  LIABILITIES 

211  Accounts  Payable  ob  Vouchkbs  Patabia 

212  KoTss  Patabls 

2121  Notes  to  Grediton 

2122  Notes  to  Officers  of  the  Concern 

213  ACCBUKD  Intbbbst  Patabu: 

214  AccBUBD  Waobs  Patablb 

22  FIXED  LIABILITIES 

221  MOBTOAOBS  Payable 

222  Bonds  Patabi.b 

2221  lasne  A 

2222  Issne  B 

23  VALUATION  ACCOUNTS 

231  Notes  Rbcbitablb  Discounted 

232  Reskbte  fob  Bad  Debts 

233  Rbsbbvb  fob  Dbpbeciation 

3.     Capital 

31    CAPITAL  STOCK 

311  Pbefebbgd 

312  Common 


321  Surplus  (UmuvnoD  Pbofitb) 

322  Resebve — ^Appbopbutbd  Subplub 

4.     Profit  and  Loss 

41     TRADING 

411  PUBCHASES 

412  Purchase  RsTmNs 

413  Purchase  Allowancbs 

414  Freight  Inwabo 

415  Cartage  Inwabd 

416  Sai^ 

417  Sales  Returns 

418  Sales  Allowances 
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42    OPEBATINO 

421    Aduinistbativb  Expbnseb 

4211  Office  Salaries 

4212  Office  Suppli€fl 

4213  Telephone  and  Tel^raph 

4214  Postage 

4215  Light  and  Heat 


4221  Salesmen's  Commissions 

4222  Salesmen's  Traveling  Expenses 

4223  Delivery  Expense 

4224  Advertising 

4225  Losses  from  Bad  Debts  (when  losses  are  charged 
against  the  selling  department) 

Qeneral  Expenses 

4231  Bent 

4232  Depreciation 

4233  Insurance 

4234  Taxes 


S.    Income  Charges  and  Credits 

51  INCOME  CHARGES 

611    Intebsst  Expense 
512    Sales  Discounts 

52  INCOME  CREDITS 

521  Interest  Eabnbd 

522  Rent  Received 

523  Pdbchase  Discounts 

Some  accountants  prefer  to  use  a  primary  number  for  each  main  ac- 
count group,  like  the  following: 

1.  CuBBKNT  Assets 

2.  Fixed  Asskts 

3.  Defebred  Assets 

4.  cubrent  llabiuties 

5.  Fixed  Liabilities 

6.  Reserves 

7.  Capital  and  Surplus 

8.  Revenue  and  Inooub 

9.  Costs  and  Expenses 
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Elach  of  these  groups  would  then  be  subdivided  and  numbered  thus: 

1.  Cdrrbnt  Assets 

11  Cash 

12  Merchandise 

13  Notes  Heceivable 

2.  Fixed  Assets 

21  Land 

22  Buildings 

23  Machinery 

The  simpler  the  numbering  system  the  better.  What  would  be  appro- 
priate for  one  business  might  not  be  usable  by  another  concern.  It  is 
necessary,  therefore,  that  the  accountant  be  thoroly  familiar  with  the 
needs  of  a  business,  so  that  he  can  arrange  a  practical  classification  and 
numbering  system. 

Group  Accounts  Not  Found  on  the  Ledger.  After  you  have  examined 
carefully  the  above  classification,  select  those  that  are  merely  summary 
or  group  accounts,  which  do  not  appear  on  the  ledger.  The  account  1, 
Assets,  for  example,  does  not  appear  on  the  ledger,  neither  does  11, 
Current  Assets,  nor  111,  Cash.  AU  these  are  group  accounts,  which  are 
for  purposes  of  classification  on  the  balance  sheet  and  profit  and  loss 
statement  only. 

Accounts  Appearing  in  the  hedger.  After  you  have  eliminated  from 
the  classification  all  the  group  accounts,  you  should  have  the  following 
accounts  appearing  in  the  ledger.  These  are  sometimes  called  primary 
accounts. 


nn 

131 

313 

uia 

133 

314 

1131 

133 

321 

1133 

134 

3331 

1133 

1311 

3333 

1134 

131 

331 

113 

132 

332 

114 

211 

333 

lis 

3131 

311 

116 

3133 

313 

4311 

4331 

4312 

4333 

4313 

4314 

4334 

431S 

Ell 

4331 

G13 

4333 

531 

4333 

533 

4324 

533 

433S 

You  will  find  in  going  over  the  classification  that  certain  detail  accounts 
might  be  set  apart  in  subsidiary  ledgers.  These  would  then  be  controlled 
by  a  representative  account  on  the  general  ledger.  For  example,  112, 
Accounts  Receivable,  may  be  made  a  controlhng  account,  with  the  sub- 
accounts 1121  to  1124  as  subsidiary  accounts;  421,  Administration  Ex- 
pense may  also  be  used  as  a  controlling  account  for  the  group  4211  to 
4215. 

Importance  of  Clear  and  Definite  Account  Titles.  The  account  name 
or  title  should  represent  what  the  account  contains,  and  should  indicate 
its  main  classification.  Some  account  titles  are  misleading  and  confusing. 
For  example,  the  title  Freight  Account  does  not  show  clearly  whether 
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it  is  a  record  of  freif^ht  paid  on  goods  coming  to  the  business  or  freight 
paid  on  goods  going  out  to  customers.  It  would  be  better  to  have  two 
accounts  for  freight,  one  for  freight  in  and  another  for  freight  out. 

An  auditor  who  was  recently  examining  the  books  of  a  manufacturing 
concern  found  that  entries  had  been  made  incorrectly  on  the  books  for 
certain  interest  transactions.  This  was  due  to  the  fact  that  several 
accounts  were  kept  for  interest.  There  were  three  accounts  on  the  ledger, 
and  all  three  had  the  same  title,  "Interest."  One  was  for  interest  earned, 
another  for  interest  expense,  and  another  for  accrued  interest,  in  which 
interest  receivable  was  debited  and  interest  payable  was  credited. 

It  was  suggested  that  each  of  these  accounts  be  given  the  proper  title. 
Interest  Earned  and  Interest  Elxpense,  also  that  the  Accrued  Account 
be  divided  into  two  accounts,  one  for  Accrued  Interest  Receivable  and 
another  for  Accrued  Interest  Payable.  In  this  way  the  account  titles 
indicated  to  what  classification  each  account  belonged. 

Another  example  of  an  improperly  named  account  is  the  old  Merchan- 
dise Account  which  has  now  been  ^most  entirely  done  away  with.  In 
its  place  we  have  separate  accounts  for  purchases,  sales,  and  inventory. 
A  good  accounting  principle  is  to  make  the  balance  of  every  account  show 
one  fact,  so  that  its  elements  do  not  need  to  be  analyzed. 

CONTENTS  OF  EACH  ACCOUNT 

A  dassification  of  accounts  is  incomplete  unless  accompanied  by  an 
explanation  of  the  character  of  each  classification,  the  nature  of  each 
account,  and,  in  general,  the  kind  of  transactions  to  be  charged  or 
credited  to  it. 

Thru  previous  assignments  you  have  gained  some  knowledge  of  the 
use  and  purpose  of  the  usual  accounts  to  be  kept.  Certain  accounts,  how- 
ever, require  special  consideration.  You  should  be  so  thoroly  acquainted 
with  the  classification  of  accounts  given  in  this  assignment  that  you 
can  give  accurate  directions  for  their  use  from  memory. 

1.  Asset  Accounts 

This  term  is  applied  to  that  class  of  accounts  which  record  properties, 
claims,  and  other  values  owned.    It  is  used  only  on  the  balance  sheet. 

11  CURRENT  ASSET  ACCOUNTS.  Current  Assets  is  a  term  that 
applies  to  the  assets  which  will,  in  the  course  of  orcUnary  business 
operations,  be  converted  into  cash.     It  is  used  only  on  the  balance 

sheet. 

Ill  Gash.  This  account,  in  the  illustration  given,  is  an  account 
for  the  two  following  cash  accounts.  It  may  be  used  on  the 
balance  sheet  to  include  all  cash,  but  generally  it  is  better  to 
show  the  detail  accounts  given  here. 

1111    Cash  in  Bank.    This  title  is  generally  used  for  the  ac- 
count which  shows  the  general  cash  receipts  and  disbursements. 
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It  is  debited  with  the  total  cash  received  each  period  and  credited 
with  the  total  cash  disbursed.  The  balance  should  agrae  tiim 
reconcilement  with  the  balance  in  the  bank. 

1112  Petty  Cash.  An  account  called  'Tetty  Cash"  is  kq>t  for 
the  <^ce  fund.  It  is  debited  with  the  orifrinat  amount  [rfaced  in 
the  petty  cash  fund  and  with  any  additions  made  later  to  the 
fond.  It  is  credited  only  when  the  amount  of  the  fund  is  re- 
duced. During  its  existence  there  should  always  be  either  aetoal 
cash  or  petty  cash  vouchers  on  hand  to  equal  the  fund.  The 
b^ance  of  the  account  represents  a  current  asset. 

112  Accounts  Recbitablb.  This  title  appUes  to  the  group  of  four 
controlling  accounts  given  aa  follows: 

1121  Accounts  Receivable  A-D 

1122  Accounts  Receivable  E-M 
1128  Accounts  Receivable  N-T 
1124  Actwunts  Receivable  U-Z 

E!ach  of  the  above  is  a  controlling  account  on  the  general  ledger  tor  a 
section  of  the  customers'  ledger.  The  account  is  debited  with  total  charges 
from  sales  and  with  any  adjustments  made  with  customers  that  increase 
the  amounts  due  from  them.  The  account  is  credited  with  the  collections 
from  customers,  as  recorded  in  the  cash  book,  with  returns  and  allow- 
bnces,  and  with  any  losses  from  bad  debts.  The  balance  of  each  con- 
trolling account  should  agree  with  the  total  of  the  subsidiaiy  ledger. 

113  Notes  RscBiVABiiB.  Notes  Receivable  is  a  current  asset  account. 
It  is  debited  with  the  face  value  of  notes  accepted  from  cus- 
tomers or  other  debtors.  It  is  credited  with  the  cash  received 
in  payment  of  such  notes,  and  with  notes  discounted  on  wluch 
the  contingent  liability  has  been  removed.  In  case  renewsl 
notes  are  taken,  the  old  note  should  be  credited  and  the  new 
one  debited.  Notes  taken  from  officers  or  employes  should  be 
carried  in  a  special  account.  The  balance  of  the  account,  after 
deducting  the  amount  of  Notes  Receivable  Discounted,  is  a 
current  asset. 

116  MBscHANnisE  Inventobt.  This  account  is  debited  with  the  inven- 
tory at  the  be^nning  of  the  period.  It  is  credited  at  the  enA 
of  each  period,  when  closing  the  books,  with  the  previous  inven- 
tory. The  current  inventory  is  then  entered  aa  a  debit,  which 
rc^msents  a  current  asset. 

12  FIXED  ASSET  ACCOUNTS.  Fixed  assets  is  a  term  that  applies 
to  those  accounts  which  represent  the  preppies  and  other  values 
of  a  permanent  nature  to  be  continually  retained  as  the  fixed  invest- 
ment of  the  business. 

121  Land.  This  account  is  for  recording  the  cost  of  land  and  land 
in^iroveroents.  The  term  "land  improvements"  does  not  include 
buildings  and  other  structures,  but  means  improvements  sudt 
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as  roadways,  curbing,  sidewalks,  drainage,  etc.  The  account 
will  always  show  a  debit  balance.  It  should  be  credited  only 
when  land  is  sold  for  the  cost  value  of  the  portion  disposed  of. 

122  BuiLDiNos.  The  Building  Account  is  debited  with  the  original 
cost  of  the  buildings,  and  with  any  additions  or  extensive  im- 
provements. It  is  credited  with  the  cost  in  case  of  sale,  or 
when  the  property  ia  disposed  of  or  destroyed.  The  depreda- 
tion which  accrues  periodically  is  not  credited  to  the  Asset 
Account,  but  is  carried  in  a  Reserve  for  Depreciation  Account. 

123  Machinebt.  The  Machinery  Account  is  debited  with  the  orig- 
inal cost  of  machinery  and  with  any  important  replacements  or 
betterments,  as  well  as  additions.  It  is  credited  with  the  cost 
of  aU  machinery  sold,  destroyed,  retired,  or  replaced.  There 
should  always  be  a  debit  balance,  which  is  offset  by  the  accumu- 
lated accrued  depreciation. 

124  DELivisT  Equiphsnt.  This  account  is  debited  with  the  pur^ 
chase  of  horses,  wagons,  autos,  etc.,  that  are  to  be  used  for 
delivery  purposes.  It  is  credited  for  the  cost,  whenever  any 
of  the  above  property  is  disposed  of  or  removed  from  use.  It 
is  offset  by  the  accrued  depreciation,  the  balance  being  a  fixed 
asset. 

125  FuBKiTDBE  Ain>  FIXTURES.  Thls  account  records  the  cost  of  all 
furniture  and  equipment,  including  such  items  as  window  shades, 
curtains,  rugs,  etc.  Care  should  be  taken,  however,  not  to 
charge  the  account  with  articles  which  have  a  life  of  less  than 
one  year.  Like  the  three  accounts  above,  it  is  offset  by  the 
accrued  depreciation. 

IS  DEFERRED  CHARGES.  This  account  provides  a  classification  for 
all  prepaid  expenses.  For  example.  Insurance  (shown  as  ISl)  may 
be  paid  for  three  years.  The  expense  is  distributed  equally  over  the 
three  years,  which  requires  accounts  for  carrying  the  unexpired  or 
deferred  amount.  Other  examples  of  deferred  charges  are  Taxes, 
Rent,  Interest,  etc. 

2.  Liability  Accounts 

This  term  is  aj^lied  to  that  class  of  accounts  which  record  all  indebt- 
edness or  values  owed.    It  is  used  only  on  the  balance  sheet. 

21  CURRENT  LIABILITY  ACCOUNTS.  Current  Uabilities  is  a  term 
that  applies  to  those  obligations  which  must  be  paid  within  the  fol- 
lowing period  of  operation.  One  year  is  usually  taken  as  the  time 
limiting  a  current  liability.  All  open  accounts,  Notes  Payable,  and 
accrued  items  usually  fall  under  this  heading. 

211  AccouNTB  Payable  or  Voochbes  Patablb.  All  merchandise  pur- 
chased on  account  gives  rise  to  an  account  payable  or  voucher 
payable.  In  modem  practice,  as  we  have  noted,  these  pur- 
chases are  summarized  in  the  purchase  journal  or  the  vouchw 
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register.    The  total  for  the  p^od  is  then  posted  to  the  credit 
of  the  Accounts  Payable  Account.    The  account  is  debited  for 

the  payment  made  to  those  creditors  in  settlement. 

212  Notes  Patabls.  This  is  a  group  account  under  which  is  classi- 
fied all  indebtedness  in  the  form  of  notes,  including:,  generally, 
trade  acceptances  as  well.  For  balance  sheet  purposes,  however, 
notes  payable  are  divided  into  two  classes,  2121  and  2122. 

2121  Notes  to  Creditors,  This  account  shows  the  amount  owed 
in  notes  to  outside  creditors.  It  is  a  credit  account  al- 
ways. It  is  often  an  aid  to  check  notes  paid  against  the 
entry  for  the  note  given,  the  unchecked  entries  being 
the  notes  still  outstanding.  The  interest  on  all  notes 
payable  should  be  debited  to  account  51 1,  of  course,  and 
only  the  amount  of  the  note  itself  debited  to  this  account. 

2122  Notes  to  Officers.  This  account  is  handled  similarly  to 
2121,  except  it  is  for  notes  given  to  officers  of  the  cor- 
poration. It  is  made  a  special  account  merely  for  the 
purpose  of  proper  statement  on  the  balance  sheet. 

22  FIXED  LIABILITY  ACCOUNTS.  This  is  a  term  applied  to  a  group 
of  accounts  made  up  of  the  long-term  obligations,  such  as  mortgages 
and  bonds.    It  is  used  merely  as  a  balance  sheet  heading. 

28  VALUATION  ACCOUNTS.  In  preceding  assignments  you  have  had 
a  complete  discussion  of  what  is  meant  by  valuation  accounts.  They 
are  directly  related  to  certain  asset  accounts,  in  that  they  represent 
credit  offsets  to  such  accounts.  For  example,  231  Notes  Receivable 
Discounted  is  credited  with  all  notes  receivable  that  are  discounted, 
for  the  sake  of  recording  the  contingent  liabilities  created  in  discount- 
ing notes  receivable.  The  valuation  accounts  are  classed  here  under 
liabilities  simply  because  they  show  credit  balances  and  are  thus  sim- 
ilar to  liabilities  from  a  bookkeeping  point  of  view.  They  are  not,  how- 
ever, strictly  speaking,  liability  accounts,  and  should  always  be  con- 
sidered in  relation  to  their  asset  component. 

3.  Capital 

Capital  represents  the  proprietary  interest,  commonly  called  net  worth. 
It  is  the  net  chiim  that  the  owners  have  on  the  business. 

31  CAPITAL  STOCK.  This  account  records  the  original  investment 
made  by  the  various  stockholders.  It  is  divided  into  two  subaccounts, 
which  keep  the  interests  of  preferred  and  common  stockholders  en- 
tirely separate. 

32  SURPLUS.  This  account  accumulates  the  increase  in  investment 
from  all  sources  which  may  be  divided  into  surplus,  entirely  unappro- 
priated, and  appropriated  surplus,  which  has  been  set  aside  by  the 
directors  for  a  designated  purpose. 
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4.  Profit  and  Loss 

This  classification  has  been  provided  for  the  segregation  of  accounts 
dealing  with  the  direct  operating  activities  of  the  business. 

41  TRADING.  The  trading  accounts  are  those  dealing  with  the  pur- 
chase and  sales  transactions.  The  term  "trading"  primarily  applies 
only  to  trading  concerns,  that  is,  concerns  that  buy  and  sell  com- 
modities for  the  purpose  of  making  a  profit.  The  two  primary  ele- 
ments which  enter  into  the  trading  accounts  are; 

The  total  revenue  from  sales 

The  cost  of  the  goods  sold 

The  total  revenue  from  sales  is  not  all  income,  neither  is  the  total 
cost  of  the  goods  sold  wholly  a  loss,  but  the  difference  gives  the 
gross  profit  or  loss.  The  trading  accounts  form  the  first  section  of 
the  profit  and  loss  statement,  which  is  sometimes  called  the  trading 
statement.  The  exact  nature  of  the  trading  account  is  easily  brought 
out  in  the  case  of  a  shoe  merchant  who  buys  a  pair  of  shoes  for  $4.00 
and  sells  them  for  $5.00.  Here  the  $5.00  is  the  total  sales,  or  incom- 
ing value,  while  $4.00  is  the  cost  of  goods  sold,  or  outgoing  value. 
The  gross  profit  of  $1.00  must  cover  his  operating  expenses  and 
whatever  net  profit  he  finally  realizes. 

411  Purchase  Account.  To  this  account  is  debited  the  invoice  coat 
of  merchandise  bought  to  resell.  At  the  end  of  the  period  the 
total  purchases  becomes  a  charge  to  the  Trading  Account,  where 
it  is  adjusted  by  the  new  inventory  of  merchandise  on  hand. 
If  the  Purchase  Returns  Account,  which  is  explained  below,  is 
not  used,  there  will  be  credits  to  the  Purchase  Account  for  iJI 
merchandise  not  accepted  and  returned  to  the  vendor. 

412  PuKCHASE  Returns.  This  is  a  credit  account,  which  is  an  offset 
to  Purchases.  It  is  as  if  the  credit  side  of  Purchases  Account 
was  separated  bodily  and  made  into  a  distinct  account.  With 
this  relationship  to  Purchases  Account  in  mind,  it  is  easy  to 
see  that  Purchase  Returns  Account  will  always  have  a  credit 
balance.  At  the  time  of  closing,  the  usual  practice  is  to  trans- 
fer Purchase  Returns  to  the  credit  of  Purchases,  and  thus 
determine  the  net  purchases  for  the  period. 

413  Purchase  Allowances.  This  is  another  oredit  account,  and  a 
direct  deduction  from  Purchases.  When  goods  purchased  are 
received  in  an  unsalable  condition  because  of  damage,  faulty 
construction,  substitution  of  cheaper  goods,  etc.,  an  adjust- 
ment is  required  correcting  the  cost  of  the  merchandise.  Altho 
the  account  is  very  similar  to  Purchase  Returns,  it  is  better 
to  keep  a  separate  account  in  order  to  obtain  the  information 
for  management  purposes. 

414  Feeioht  Inwasd.  In  making  purchases  at  a  distance,  it  is  cus- 
tomary for  the  buyer  to  pay  the  freight.    This  is  an  additional 
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cost  of  the  merchandise.  It  is  better,  in  most  cases,  however, 
to  keep  the  freight  cost  as  a  distinct  item,  and  not  charge  the 
freight  direct  to  Purchases.  It  enables  a  closer  check  on  freight 
charges,  and  shows  the  total  amount  by  which  the  merchanSse 
is  increased  thru  transportation.  The  theory  that  freight  is 
a  real  cost  is  based  on  the  assumption  that  change  of  location 
for  sales  purposes  adds  to  its  intrinsic  value.  Suppose,  for 
example,  that  we  sell  automobiles.  An  automobile  is  worth 
more  to  a  purtdiaser  if  it  is  in  his  locality,  than  it  is  at  the 
factory.  The  invoice  cost  may  be  said  to  be  the  form  value; 
the  freight  cost,  the  additional  location  value. 

415  Cabtaqb  Inwabd.  Where  it  is  desired  for  statistical  purposes,  a 
separate  Cartage  Account  may  be  kept,  but  in  general  it  is 
the  practice  to  include  cartage  in  an  account  with  freight,  called 
"Freight  and  Cartage  Inward."  The  Cartage  Inward  Account 
is  closed  into  the  Trading  Account  at  the  end  of  the  accounting 
period.  As  far  as  this  special  account  is  concerned,  once  it 
is  adopted  it  is  immaterial  whether  the  cost  of  cartage  arises 
in  the  hire  of  public  drays  and  trucks,  or  from  the  expense 
of  maintaining  trucking  equipment.  In  the  first  case,  the  cost 
comes  to  the  Cartage  Account  directly  from  the  cash  book  or 
voucher  register;  in  the  second,  the  cost  is  likely  to  be  only  a 
part  of  another  account,  such  as  Delivery  E^ense.  When 
delivery  or  trucking  equipment  is  used  partly  for  delivering 
goods  sold  and  partly  for  carting  goods  received  from  railroad 
to  store,  then  the  total  cost  of  operating  the  delivery  equip- 
ment should  be  prorated  between  Cartage  Inward  and  Cartage 
Outward. 

416  Sales.  To  this  account  is  credited  the  gross  amount  of  the 
goods  s(dd.  There  should  be  no  debits  to  this  account  except  for 
actual  corrections  in  amount  billed,  which  are  true  offsets  to 
sales.  At  the  end  of  the  period,  the  balance  is  transferred  to 
the  Trading  Account. 

417  Sales  Retobns.  This  account  is  simply  an  offset  or  negative 
to  the  Sales  Account.  Its  operation  would  be  similar  to  the 
Purchases  Returns  Account. 

418  Sales  Allowances.  This  account  is  also  a  deduction  fnym  Sales, 
but  like  Purchase  Allowances,  it  is  usually  the  better  practice 
to  show  the  deductions  on  the  profit  and  loss  statement  as  infor- 
mation for  the  management. 

42  OPERATING.  This  is  merely  a  group  heading  and  would  not  appear 
on  the  ledger.  Generally,  the  three  divisions  under  operating,  as 
shown  in  the  classification,  are  kept  as  analytical  information  on  var- 
ious business  functions. 

421  Administrative  Ezfensbs.  The  accounts  under  this  heading  are 
primarily  for  the  purpose  of  getting  at  the  necessary  expoise 
of  administration  of  the  general  business  affairs.    Sufficient 
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detail  accounts  should  be  provided  to  truly  analyze  this  activity. 
For  example,  Le^ral  £^cpense  would  be  charged  with  the  cost  of 
lawsuits,  real  estate  title  investigations,  legal  assistance  in  con- 
nection with  collections,  etc. 

SsLUNQ  Expenses.  Most  of  the  accounts  listed  in  this  group  are 
self-explanatory.  The  group  should  be  restricted  only  to  ex- 
penses truly  related  to  sales  activities.  Since  a  few  of  them 
may  offer  certain  difficulties,  they  are  discussed  in  detail. 

4222  Salesmen's  Traveling  Expenses.  To  this  account  should 
be  debited  not  only  the  railroad  fare  of  salesmen,  but  also 
any  other  expense  they  may  incur  while  out  on  their 
routes,  such  as  hotel  bills,  livery  hire,  bus  fare,  etc.  Elach 
business  house  is  likely  to  have  its  own  rules  as  to  what 
shall  constitute  refundable  expenses;  some  will  repay  the 
salesman  for  expenses  incurred  in  entertaining  customers, 
while  others  discourage  the  practice  of  entertaining  by 
refusing  to  make  reimbursement.  Very  often  an  indi- 
vidual account  is  kept  with  each  salesman.  If  this  is 
the  practice,  his  account  would  be  credited  with  his  sal- 
ary at  the  end  of  each  month  (Salesmen's  Salary  Account 
being  debited)  and  vnth  any  commissions  earned  by  him. 
The  account  is  debited  for  all  amounts  withdrawn,  as 
well  as  funds  sent  him  for  expenses.  When  he  renders 
his  report  for  expenses,  his  account  is  then  credited 
(iSraveling  Expense  being  debited)  for  the  amount  spent. 
This  credit  would  operate  to  cancel  the  debit  for  money 
advanced  for  expenses,  and  the  account  will  show  at  aU 
limes  the  balance  either  due  from  or  owed  to  such  sales- 
man. 

4223  Dehvery  Expense.  This  account  should  be  debited  for 
all  expense  of  delivering  goods  to  local  customers.  It 
may  include  the  cartage  hire,  as  well  as  the  cost  of  aper- 
ating  a  regular  delivery  service.  The  expense  of  such 
service  would  be  the  wages  of  the  drivers,  repairs  to  equip- 
ment, stable  expense  (in  case  of  horses),  oil  and  gas  (in 
case  of  auto  trucks),  and  other  similar  items. 

4224  Advertising.  This  account  should  be  debited  for  the 
cost  of  space  in  newspapers  and  periodicals,  the  cost  of 
catalogs,  pamphlets,  booklets,  etc.  If  an  advCTtiaing  of- 
fice is  maintained,  a  special  account  should  be  provided 
for  its  expenses.  It  should  be  definitely  understood  that 
donations,  gifts,  and  contributions  to  charity  should  not 
be  included  in  this  account.  A  special  account  should  be 
provided  for  all  such  items  under  the  title  "Donations 
and  Subscriptions." 

4225  Losses  from  Bad  Debts.  This  account  is  debited  with  the 
amount  of  accounts  receivable  or  notes  receivable  which 
are  declared  uncollectible.    The  theory  for  considering  it 
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a  selling  expense  is  that  the  loss  results  from  a  failure 
to  discrimiimte  between  a  sood  risk  and  a  bad  risk  in 
making  a  sale  on  credit.  It  is  regarded  as  one  of  the 
inevitable  results  of  doing  business  on  credit,  hence  a 
cost  of  seUing.  As  already  pointed  out  earlier  in  this 
assignment.  Loss  from  Bad  l3ebts  is  often  treated  as  a 
financial  expense. 

Qenihux.  Expenses.  In  general,  the  accounts  classified  under  this 
title  are  related  more  or  less  to  the  business  as  a  whole,  and  not 
to  any  specific  division  of  management.  For  example,  insurance, 
rent,  t^es,  and  depreciation  may  apply  to  the  general  office, 
as  well  as  to  the  sales  and  shipping  departments.  Part  of 
such  charges  may  even  apply  to  a  stable,  garage,  warehouse,  etc. 
Due  to  the  fact  that  an  accurate  distribution  cannot  be  made, 
they  are  simply  considered  in  a  group  by  themselves  as  general 


Even  where  a  distribution  is  made  to  different  departments, 
based  on  some  method  of  proration,  accounts  are  very  often 
provided  for  such  expenses,  and  the  distribution  made  by  jour- 
nal entry,  charging  the  various  departments  and  crediting  the 
general  expense  accounts. 

5.  Income  Charges  and  Credits 

This  group  provides  for  expenses  and  income,  which  are  not  truly 
operating  expenses.  All  items  of  a  financial  nature,  as  well  as  miscel- 
laneous profits  and  losses  from  outside  sources  would  fall  under  this 
heading. 

MAIN  POINTS  OF  THIS  ASSIGNMENT 

In  this  assignment,  we  have  explained  and  illustrated  the  principle 
of  the  classification  of  accounts  and  the  various  methods  in  use.  The 
principle  of  classification  is  used  thruout  all  accounting  work. 

First:    Recall  the  eight  ways  in  which  the  principle  of  classification 
is  used  in  accounting. 

Second:    Various  methods  of  classifying  accounts. 

1.  Original  method — personal  and  impersonal. 

2.  More  modem  method — real  and  nominal. 

The  second  method  provides  a  detail  record  of  the  business  progress. 

Third:    Real  accounts  are  grouped  into  three  classes,  with  additional 
subclassifications. 

1.    Assets 
Current 
Fixed 
Deferred 
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2.    Liabilities 
Current 
Fixed 
Keserrea 

S.    Proprietorship 
Capital 
Suxplos 

Fourth:    Nominal  acconnts  are  gron];>ed  thus: 

1.  Trading 

Purchases 
Sales 

2.  Manufactoiinff 

8.    Operating  Expenses 

Selling 

A  dm  ini  strati  ve 

General 

4.  Income  Charges  and  Credits 

Income  Charges 
Income  Credits 

Fifth:    Advantages  of  account  classifications. 

1.  They  aid  in  distinguishing  between  capital  and  reserve  it^ns. 

2.  They  facilitate  the  preparation  of  accounting  statements. 

5.  They  provide  subdivision  in  the  records  to  meet  the  needs  <^ 
an  expanding  business. 

Sixth:    Advantages  of  indexing  and  classifying  accounts  by  numbers. 

1.  It  aids  in  bringing  accounts  into  natural  sequHue. 

2.  It  saves  time  in  recording  entries  in  vouchers  and  joomals. 

Seventh;    Importance  of  definite  account  titles.    Mixed  accounts  to 
be  avolited. 

Eighth :    DeBcription  of  accounts,  especially  the  deUts  and  credits  to 
be  made  in  each  account. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  25 

1.  Following  the  classification  shown  on  pages  9-11,  you  are  to  ex- 
amine the  transactions  given  below  and  jonmalize  them,  using  account 
numbers. 

For  example,  the  proper  journal  entry  for  the  transaction  of  December 
1,  1922,  is  as  follows : 

Dr.  13B  Gr.  1111 

Purnitur*  ib4  fizUrii  purclmad  »d  paid  for  by  ehack 

TBANSACnONS 

Dm.    2  Anto  trucks  purchased  and  paid  by  cbtek. 

2  Gasoline  bong^it  on  account. 

4  Herchandise  purchased  from  the  Aetna  Furniture  Company  on  aceonnt. 

4  Merchandise  sold  on  account  to  Hr.  L.  W.  Taylor. 

6  Cash  recdved  and  deposited,  from  Hr.  F.  C.  Biddle,  to  apply  on  his  aecoont. 

8  Gave  promissory  note  to  tiie  Aetna  Fumitiire  Company. 

7  Postaee  paid  oat  of  office  funds. 

8  Tele^one  rental  paid  by  cheek. 

9  Office  salaries  paid  by  enedu. 

9  Purchase  of  ink  paid  for  out  of  office  cash. 

11  Addition  to  builiung  on  account. 

12  Herchandise  sold  on  account  to  F.  W.  Fault,  terms  2/10 — n/30. 

13  Ten  days  later  Hr.  Fault  pays  his  bill,  cash  deposited. 

14  Interest  paid  out  of  office  fund. 

15  Two  per  cent  purchase  discount  taken  advantage  of  in  paying  bill  to  North- 
western Stove  Company. 

2.  .  Make  in  proper  form  a  classification  of  accounts  from  the  foDow- 
Ing  list.  This  classification  should  follow,  in  general,  the  classification 
shown  in  the  assignment,  pages  9-11.  New  number  combinations  should 
be  used  when  necessary,  but  the  general  plan  of  account  numbers  already 
described  should  be  carefully  followed. 

NAMES  OF  ACCOUNTS 

Accounts  Patabm  Machdjibt 

Accounts  KscEiTABts  Miscellanbous  Stablb  EzpEHsn 

Accrued  Intbbest  Payable  Notes  Payable 

ADVERTisiNa  Expenses  Office  Bunj>iNa 

Bonded  Debt  Opficb  Expenses 

Capital  Investment  Office  Salabibs 

Cash  in  Bank  Postage 

Cash  in  Office    Peepaid  Insueancb  (Unexpibbd) 

?"™'™^*™^ST^  Pwn*An>  Wateb  Rent    (Unused   Pob- 

Hat  and  Grain  Used  ttom^ 

HoBSEs,  Wagons,  and  Habnebb  __  ^         -  ,-, . 

HOBSMHOEING  ^FBNSBB  PBlNTmO  AND   StATIONEBT    (GENEBAL) 

Insurance  (Expense)  Pbdjtino  Cataoqs  and  PsiaE  Libps 

Intbeebt  (Expense)  Pubchasbs 

Land  Salesuen's  Coi(HIBBK>N8 
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Salssmxn's  Sai<asibb 

Sai.es  Oftice  Ezpenbbs 

Sales 

Side  Track  and  Track  Soalsh 

Store  Bdildino 

Taxes  (Exfcnsb) 


Teausters'  Salaries 
Telephone  and  Teleobaph 
TuAVELlNa  Expenses — Salesmen 
Wagon  and  Harness  BsPAiBg 
Warehouse  A 
Warehouse  B 


From  the  following  trial  balance  prepare: 

(a)  A  complete  classification  of  accounts  with  numbers. 

(b)  The  profit  and  loss  stat«nent. 


Horrli  HsrcintiU  Coapinr 
nUL  BAUICI,  D«cwb«r  31,  1933 

Dabiti 

■    2,457.10 

16.1*3.00 

33,071.08 

34.993.46 

35,000.00 

7.000.00 

3,000.00 

138,987.13 

176.00 

308.00 

407.00 

693.13 

3,500.00 

1,600.00 

1,000.00 

400.00 

1,069.00 

600.00 

SSt.OO 

Credit! 

•  11,901.19 

3,118.47 

3,000.00 

S. 000. 00 

46,000.00 

19,063.63 

168,100.13 

335.00 

133.91 

343.33 

Uarcbandise  Invantor;,  Jinuirr  1,  1932  

Stora  Building  

Horsaa  ind  Vtgtiat 

Purchisas 

Htit  ud  Light 

Offica  hpansB 

AeconnU  Piribli 

LoiD>  Pijible  (8%) 

Kortgig.  Psj.bl.  (9%) 

Surplu*    

■347,733.86 

■347. 733.86 

The  inventory  of  merchandise  on  hand,  December  31,  1922,  was  $27,- 
018.18.  Unexpired  insurance  on  December  31  amounted  to  ?160.00.  You 
learn  that  interest  on  the  "loan  payable"  has  only  been  paid  up  to  Oetobw 
1, 1922.    You  also  find  that  interest  has  accrued  as  follows: 

lotaa  Psjibla     «  10.30 

lotti  EteelTabls 67.66 

Hortps*  Ptjibla 300.00 
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You  learn  also  that  the  company  was  incorporated  and  began  business 
January  1,  1921.  and  that  the  item  of  "Taxes"  appearing  on  the  trial 
balance  represents  taxes  for  the  year  1921,  whidi  should  have  been  taken 
into  account  that  year.  It  ia  estimated  that  the  taxes  for  1922  will  be 
f200.00.  The  estimated  loss  on  Accounts  Receivable  is  $6^1.42.  Yoa 
learn  that  no  depreciation  was  booked  during  1921  and  you  are  told  that 
the  correcting  entries  may  be  made  on  the  following  basis : 

ESTIMATED  DEPRECIATION 

Stan  Propirty 13, 000. 00 

Stor*  Fiituraa 1,050.00 

Eorae*  ind  Wi|onB     fOO.OO 

The  same  figures  for  depreciation  may  also  be  used  for  1922. 

You  are  asked  to  send  in  the  following  as  your  solutitnis  for  proUou 
1,  2,  and  8: 

1.  Journal  entries  for  transactions. 

2.  Classification  of  accounts. 

8.    (a)    Classification  of  accounts. 
(b)    Profit  and  toes  statem^it. 
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Elements  of  Accounting  Practice 


Assignment  26 

SINGLE  ENTRY 


IN  directing  the  affairs  of  this  corporation,  I  am 
constantly  depending  upon  the  rudimentary 
lessons  1  learned  in  the  days  when  I  was  an  Accoun- 
tant.  I  consider  a  good  working  knowledge  of 
accountancy  essential  to  efficient  executive  adminis' 
tration,  for  no  man  can  safely  and  wisely  direct  the 
affairs  of  hts  company  without  a  close  and  intimate 
knowledge  of  its  expenditures,  and  their  bearing  on 
its  financial  position  and  profit  and  loss. 

A.  R.  ERSKINE 

President.  Studebaker  Corporation 


LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  General  Ledger 

4.  Oosing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  The  Cash  Journal 

S.  Merchandise  Records — The  Purchase  and  Sales  Journals 

9.  Subdivision  of  the  Ledger 

10.  ColumnizatiiHi 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Caiah  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  I^eventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissolution  Problems — Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21.  Corporation  Accounting — Reoi^anizations — Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturii^  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accountii^  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements — General  Review 
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SINGLE  ENTRY  BOOKKEEPING 

In  your  study  thus  far  you  have  been  dealing  with  what  is  called  the 
"double  entry"  system  of  keeping  books.  Our  entire  attention  has  been 
given  to  this  method,  because  it  is  the  basis  of  all  modem  accounting  and 
is  generally  recommended  by  most  accountants. 

Double  entry,  however,  has  not  yet  been  universally  adopted.  If  you 
were  to  investigate  the  situation  in  any  community,  you  would  find  many 
businesses  still  using  some  form  of  single  entry. 

Single  entry  is  especially  applicable  to  professional  firms,  hotels,  clubs, 
societies,  etc.,  as  well  as  in  the  small  retail  business,  where  the  proprietor 
is  in  daily  touch  with  his  business  affairs.  Such  concerns  are  not  interested 
in  analyzing  profits  and  losses  to  the  extent  demanded  by  the  managers 
of  the  larger  organizations.  Consequently,  single  entry,  which  is  fully 
adequate  for  all  practical  purposes  in  such  instances,  is  the  natural  method 
to  use. 

Single  Entry,  a  Record  of  Personal  Transactions.  What  is  known  in 
accounting  as  pure  single  entry  is  limited  to  a  record  of  transactions  affect- 
ing personal  accounts.  Its  primary  purpose  is  a  protection  against  forget- 
fulness  as  to  what  customers  owe  the  business  and  what  the  business  owes 
its  creditors.  Individual  accounts  will  be  kept  with  all  customers  and  credi- 
tors, the  charges  and  credits  being  made  first  to  a  day  book,  and  posted 
from  there  to  the  personal  account. .  Under  modem  business  conditions, 
however,  it  is  very  often  found  that  the  entries  are  made  direct  to  the 
account  from  charge  tickets  and  credit  memoranda. 

The  essential  features  of  single  entry  in  its  simplest  form,  therefore, 
may  be  stated  thus: 

1.  It  records  only  the  transactions  that  affect  personal  accounts. 

2.  It  does  not  for  this  reason  furnish  any  of  the  information  kept 
in  nominal  and  property  accounts. 

From  this  it  is  evident  that  single  entry  does  not  record  the  twofold 
effect  of  every  transaction.  When  Mr.  Smith  buys  $100.00  worth  of  goods 
on  account,  the  amount  will  simply  be  charged  to  Mr.  Smith's  account. 
The  twofold  entry  debiting  Mr.  Smith  as  an  account  receivable,  and  credit- 
ing Sales,  would  not  be  made,  as  would  be  done  if  double  entry  were  used. 
Consequently,  the  correctness  of  the  ledger  cannot  be  tested  by  means  of  a 
trial  balance.  This  fact  that  only  one  side  of  a  transaction  is  recorded  has 
given  rise  to  the  term  "single  entry,"  as  distinguished  from  double  entry. 

Since  single  entry  does  not  make  use  of  nominal  accounts,  there  are  no 
records  for  setting  up  the  regular  profit  and  loss  statement.  Consequently, 
in  order  to  determine  the  net  profit  under  the  single-entry  system,  it  is 
necessary  to  compare  the  capital  or  net  worth  at  the  end  of  the  period 
with  the  capital  at  the  beginning.  This  method  is  fully  explained  and  iUus- 
trated  in  the  problems  given  in  this  assignment. 
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Why  Accountants  Should  Be  Familiar  with  Single  Entry.     As  has 

already  been  stated,  single  entry  is  still  to  be  found  in  many  businesses, 
especially  small  concerns  and  old  established  firms  which  are  slow  to  adopt 
more  modem  methods  of  business.  For  this  reason  the  accountant  should 
understand  the  operation  of  a  single-entry  set  of  books  and  how  to  prepare 
statements  from  it.  He  may  never  keep  accounts  by  single  entry  himself, 
but  he  may  often  be  called  upon  in  connection  with  certain  problems,  either 
in  auditing  or  investigations,  to  deal  with  records  kept  by  single  entry. 

It  is  important,  therefore,  that  the  accountant  be  familiar  with  single 
entry,  not  so  much  for  bookkeeping  purposes,  as  that  he  will  be  able  to 
render  the  greatest  amount  of  accounting  service. 

Moreover  the  accountant  is  occasionally  asked  to  change  a  set  of  single- 
entry  books  to  double  entry.  In  such  cases  he  is  expected  to  open  the  new 
books  correctly  and  property  close  the  old  ones.  This  he  camiot  do  unless 
he  is  thoroly  familiar  with  the  special  features  of  the  single-entry  method. 

Single  Entry  Illustrated.  In  the  following  problem  the  main  features 
of  the  simplest  kind  of  single  entry  are  explained  in  detail.  "Rie  features 
are  discussed  under  these  headings: 

1.  How  the  tnmBactioas  are  recorded. 

2.  How  the  correctness  of  postings  is  proved. 

3.  Preparing  the  financial  etatement. 

4.  Method  oi  calculating  net  profit. 

5.  DifFereiKe  between  net  pnmt  and  net  increase  in  capital. 

The  case  to  be  used  for  illustration  is  that  of  L.  E.  Osbom,  who  opened 
a  grocery  store  on  May  1, 1922,  with  the  investment  of  $8,000.00  cash.  He 
deposited  the  cash  in  the  bank,  and  made  all  disbursements  by  checks. 

On  May  1  he  purchased  on  account  from  the  General  Stationery  Com- 
pany, a  day  book  and  a  ledger  for  $8.50.  No  cash  book  has  been  used,  but 
his  check  stubs  show  his  deposits  and  payments,  being  balanced  as  each 
.dieck  is  issued.  The  day  book  and  ledger  has  been  used  to  keep  a  record 
of  what  customers  owe  him  and  what  he  owes  to  creditors.  His  system  is, 
therefore,  that  of  pure  single  entry. 

The  following  list  of  transactions  shows  his  business  for  the  month: 

Hay     1.  Paid  $50.00  for  month's  rent. 

2.  Bought  store  furniture  for  S500.00  cash. 

8.  Bought  merchandise  of  W.  E.  Somere  on  account,  11,680.00. 

4.  Bought  a  delivery  track  for  cash,  $lfiOOM. 


)0.00  for  advertising. 

"      "'  "  sepn  S  ,  . 

Took  merchandise  home  for  personal  nse,  |12.m. 


8.    Sold  merchandise  to  Joseph  Small  on  account,  $860.00. 


8.  Received  $450.00  from  cash  sales. 

10.  Bought  merchandise  from  Hyers  Bros,  on  account,  $860.00. 

12.  Bought  merchandise  for  cash,  $16.00. 

15.  Paid  $46.00  cash  for  wages  of  cleric 

16.  Sold  merchandise  for  cash,  $120.00. 
18.  Withdrew  cash  $25.00  for  personal  use. 

20.  Sold  merchandise  to  H.  E.  Payne  on  account,  $440.00. 

20.  Gave  promiesoTy  note  to  W.  £.  Somere  on  account,  $200.00. 

22.  Paid  $160.00  cash  to  W.  £.  Somers  on  account. 

26.  Paid  $180.00  cash  to  Myers  Bros,  on  account. 

27.  Seeeived  $260.00  from  H.  E.  Payne  on  account. 
80.  Took  merchandise  home  for  personal  use,  $18.00. 
80.  Paid  $45.00  cash  for  wages  of  clerk. 

80.  Paid  $8.60  on  account  with  General  Stationery  Company. 
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SINGLE-ENTRY  JOURNAL 

npuuTioi 

L.  I.  Oabora 

Dpaaed  groteir  atora  dapoaitiag  ciah  in  bank. 
GttDanl  Slationai?  Conpan; 

Bought  daj  book  and  Udgttr  on  account. 
W.  I.  SoMrs 

Bought  ■arehudiaa  on  account. 
Joaaph  Saall 

Sold  narchandiaa  on  aecoiint. 
L.  I,  Oaboro 

Took  ■arcbandiaa  hone  for  paraonal  aaa. 

Hyors  Broa 

Bought  aarchandiaa  on  account. 
L.  B.  Oaborn 

Hlthdroi  caah  for  parsonal  use. 
.  I.  Payna 

Sold  aarchandiaa  on  account. 
W.  «.  SoMn 

Gavo  nota  to  applr  on  accoant,  dua  Juno  30,  at  6%. 

Paid  OD  account. 

Hrar*  Broa 

Paid  on  account 

.  I.  Payna  

Bocoivad  caah  to  apply  on  hii  accouDl. 

L.  B.  Oaborn 

Took  ■erchandiaa  hoao  for  peraonal  uas. 

Ganeral  Stationary  Coapany 

Paid  on  account. 


DBBIT8   CK1DIT3 


5,638  SI 


Fignre  1< — ^Notice  especially  that  only  one  entry  is  made  for  each  transaction.  Cash 
received  from  sales  and  cadi  paid  ont  for  parchases  and  expenses  ore  not  entered,  bie- 
eante  they  do  not  aifect  personal  accounts.  There  is,  of  course,  a  record  on  the  check 
■tubs  of  caah  deposited  and  checks  drawn,  which  serves  in  general  the  purpose  of  a 

cash  book.  . 
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It  should  be  pointed  out  here  that  sales  are  larger  to  each  customer 
than  would  be  expected  in  a  retail  store,  and  that  only  a  few  transactions 
are  given.  There  would,  of  course,  be  many  daily  sales,  but  they  have  been 
grouped  under  a  few  names  for  economy  of  space. 

On  May  31  he  took  an  inventory  of  his  merchandise,  fixtures,  and 
equipment  as  follows: 

Hercbandise   _ ^1,420.00 

Fixtures 495.00 

Delivery  Tract 1,180.00 

1.   How  the  Transactions  Are  Recorded.    From  the  above  transactions 

only  those  that  affect  the  accounts  of  his  customers  and  creditors  wiU  be 
recorded  in  the  single-entry  journal  or  day  book  as  illustrated  in  Figure  1. 

It  will  be  noted  that  the  first  column  is  used  for  charges  to  personal 
accounts,  and  the  second  column  for  credits.  This  is  a  more  systematic  use 
of  the  journal  than  is  sometimes  found,  where  the  journal  is  a  memo- 
randum record  only.  Since  the  two-column  book  is  somewhat  common 
to-day,  however,  it  is  used  properly  in  this  illustration,  and  calls  merely 
for  a  classification  of  charges  and  credits  to  accounts  with  persons. 

The  entries  made  in  the  single-entry  journal  are  posted  to  the  ledg^ 
currently  during  the  month  of  May.  On  May  31,  therefore,  the  ledger 
appears  as  in  Figure  2. 

LEDGER  ACCOUNTS 
L.  E.  Osbom,  Capital 


DATE 

EIFUNillOII 

,.,. 

V 

DEBITS 

DATE 

EIPUHATIOH 

Pal. 

V  CREDITS 

1932 
Ha; 

8 
IS 

30 

Took  MrcliiDdisB  hone 
WlthdrsT  cash 
ToakmBrchiadioa  lio» 

13 

SS 
IS 

QO 
00 
00 

1823 
Hay 

1 

Ctsh^iiiVBat4Dsnl 

1,000 

00 

General  Stationery  Company 


I  19321  I 
Hay  30  Nota  o 
33  CtBb 


W.  E.  Somers 


I   I  19321 
300  00  I  Hay  Si  HerchindiM 
15000  [ 


Myers  Bros. 
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Joseph  Small 


1B32|    I  Tl  11933 

IUt     S   UarcliiDdiaa  on  I 

iccount  36000  I 


M.  E.  Payne 


Figure  2. — ^This  ledger  enables  Mr.  Osbom  to  tell  at  aay  time  how  much  each  customer 

owes  him,  and  how  much  he  owes  each  creditor.    His  own  account  shows  the  capital 

invested  and  the  charges  a^inst  it  from  time  to  time.    From  it  he  determines  his  net 

claim  on  the  business. 

2.  How  the  Correctness  of  Postings  Is  Proved.  In  looking  over  the 
ledger  accounts  in  Figure  2,  you  will  see  that  if  you  take  a  trial  balance, 
as  is  ordinarily  done  in  double  entry,  the  ledger  will  not  balance.  This  is 
due  to  the  fact,  aa  already  explained,  that  only  one  entry  is  made  for  each 
transaction.    We  must  have  another  method  of  proving  the  postings. 

This  other  method  is  called  "proof  of  posting."  By  this  we  mean  that 
the  total  of  all  the  debits  in  the  journal  wiJl  equal  the  total  of  all  the  debits 
in  the  ledger.  If  these  two  totals  fail  to  agree,  then  some  amount  has 
either  not  been  posted  or  has  been  posted  incorrectly.  In  the  same  manner 
the  total  of  the  credits  in  the  journal  is  compared  with  the  total  of  the 
credits  in  the  ledger.  The  proof  of  posting  for  the  illustration  we  are 
considering  is  shown  in  Figure  3. 

TEST  FOR  PROOF  OF  POSTING 


L.  E.  Osbcrn,  CtpiUl . 
General  3utioDery  CcDpi 

H.  I.  SamtTt  

Myere  Bros 

Joicph  Snill   

H.  E.  P«7DB 

Tottl  DebitB.   .   .  . 

loul  Credit*  .   .   .  . 


JOORHAL  TOTALS 


LEDGER  T0TA1.S 


13,000 

S 

1,530 


Figure  3. — The  totals  for  the  journal  are  taken  from  Figure  1.   As  you  will  note,  these 
totals  agree  with  the  total  debits  and  credits  in  the  ledger,  which  proves  that  the  post- 
ings were  correctly  made. 

3.  Preparing  the  Financial  Statem«it.  There  always  comes  a  time  in 
every  business  undertaking  when  the  management  wants  to  know  what 
its  present  worth  is,  and  whether  it  has  made  a  profit.  Altho  he  had  been 
in  business  but  one  month,  Mr.  Osbom  wished  to  know  his  present  worth 
on  May  31,  1922. 
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When  the  single-entry  system  is  used  the  present  worth  is  determined 
by  preparing  a  list  of  all  the  assets  and  liabilities.  The  total  liabilities  are 
then  subtracted  from  the  total  assets,  giving  a  result  which  represents  the 
net  worth.  When  these  facts  are  properly  arranged  the  statement  is 
called  a  "financial  statement,"  which  in  appearance  is  very  much  like  the 
regular  balance  sheet.  The  method  of  preparing  the  single-entry  state- 
ment, however,  is  quite  different.  Under  double  entry  a  trial  b^nce  Is 
flrat  taken,  and  then  the  balance  sheet  is  set  up  from  it.  This  cannot  be 
done  under  single  entry,  since  the  ledger  does  not  contain  all  the  facts. 

The  cash  balance,  for  example,  is  not  shown  in  a  separate  account  in 
the  ledger.  The  cash  as  of  May  31,  therefore,  must  be  listed  from  the 
check  book.  Any  cash  still  undeposited  in  the  store  or  in  the  office  must 
be  counted  and  added  to  the  check-book  balance.  The  amount  of  mer- 
chandise on  hand  is  obtained  by  taking  an  inventory.  The  store  fixtures 
and  other  equipment  are  listed  and  revalued.  Allowance  is  made  for 
proper  depredation,  and  the  net  amounts  listed  in  the  financial  statement. 
In  making  such  an  appraisal,  the  judgment  of  the  proprietor  is,  of  course, 
depended  upon. 

The  amounts  for  Accounts  Receivable  and  Accounts  Payable  are  ob- 
tained by  totaling  the  customers'  and  creditors'  accounts,  respectively. 
The  amount  for  Notes  Receivable  is  determined  by  listing  the  actual  notes 
on  hand.  The  Notes  Payable  amount  is  taken  from  a  notes  payable  regis- 
ter or  other  memorandums  which  show  such  information.  It  may  be  that 
the  memory  of  the  proprietor,  or  reference  at  the  bank,  etc.,  will  have  to 
be  depended  on  entirely. 

This  procedure  of  preparing  the  single-entry  financial  statement  is  usu- 
ally called  the  "inventory  method."  It  involves  in  some  cases  a  consider- 
able amount  of  searching  for  facts  in  order  that  all  assets  and  liabilities 
be  included.  The  financial  statement  of  Mr.  Osbom  for  May  81,  as  given 
in  Rgure  4,  was  prepared  by  this  method. 


L.  B.  Oibom 
FIHAHCtAI  STATEHIKT,  Hir  31.  1B33 

AsBeU 

Cnh 

HercbiQdise 

.    .    .  11,631.50 
.    .    .     1.420.00 

Liibilltie 
CradiUri  Account*: 

V.  1.  Soners.   . 

Ujm  Bros.   .   . 
Holca  Fiyibla   (W.   I 

•  and  CipiUl 

11,180.00 

730,00 

Sowrs)  .   .        300.00 

Il»U»erj  Iqulpmeot  .   .   . 
CuBtoBcra  Account*: 

.   .   .     1,180.00 

W.  W.  P»jnB  

.   .   .        190.00 

IS, 266. BO 

BS,2B6.SO 

Figure  4. — ^Look  over  the  transactions  of  Hr.  Osbom  and  see  how  the  asset  and  liabil- 
ity amounts  are  detennlned.  For  example,  how  is  the  cash  balance  of  $1,621.60  ob- 
tained? Account  for  each  of  the  other  amounts  by  a  similar  analysis  of  the  transac- 
tions. In  this  way  you  will  come  to  understand  fully  what  is  meant  by  the  inventory 
method  of  preparing  the  financial  statement  under  single  entry. 

4.  Method  of  Calculating  Net  Profit.    Now  that  we  have  determined 
the  capital  of  Mr.  Osbom  on  May  31, 1922,  we  oan  very  easily  calculate  the 
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net  profit  for  May.  Since  his  capital  on  May  81  is  larger  than  it  was  on 
May  1,  the  difference  will  represent  the  net  income  for  the  period.  This 
may  be  calculated  in  two  ways,  as  illustrated  in  Figures  5  and  6. 


I.  E.  Osbora 
CALCttUTIOK  OF  HET  PROFIT,  for  U»y.  1923 

.  13,000.00 

5S.O0      3,94G.O0 

i    191  BO 

=■=  1 

Caloulatioh  of  Net  PRoriT — UrrBOD  1 


Fieure  5. — ^Notice  that  the  cbarees  to  Mr.  Osbom'a  personal  account  are  deducted  from 
his  capital  at  the  beginning  of  the  period  to  arrive  at  his  net  investment  This  ia  then 
subtracted  from  his  net  worth  May  81,  which  gives  the  net  increase  in  capital  for  the 
period.  It  should  be  emphasized  in  this  connection  that  these  charges  are  not  expenses. 
They  are  direct  charges  against  capital. 


L.  B.  Oibom     • 
CALCnLATIOH  OF  HET  PROFIT,   for  Hiy,  1923 

.    .   .  S3, 166. BO 

.    .    .    .  1    16B.S0 

Add  Cbtrgei  and  WithlrmlB  during  K«r  / 

.    ,    .    -           85.00 

Firni 

only : 


CALCULATiotr  or  Net  PaoriT — Hithod  2 

t,jre  fi^-lliis  method  of  figuring  the  net  profit  differs  from  that  shown  in  Figure  6 
y  in  the  way  of  handling  charges  against  the  proprietor.    It  illustrates  more  dearly 
the  distinction  between  ttie  net  increase  in  capital  and  die  net  profit. 

After  obtaining  the  net  profit  of  $221.60,  the  amount  is  credited  to 
L.  E.  Osbom's  Capital  Account. 

5.   Difference  Between  Net  Profit  and  Net  Increase  in  CapitaL    The 

above  calculation  of  profits  shows  a  net  profit  for  the  month  amounting  to 
■$221.50,  while  the  net  increase  in  capital  has  been  only  $166.50.  The  dif- 
ference, of  $55.00,  is  the  total  charges  against  the  proprietor,  which  altho 
they  decrease  capital,  are  not  expenses  for  the  period.  This  distinction 
should  be  clearly  fixed  in  your  mind. 

The  expression  "increase  in  capital,"  means  an  increase  in  the  claim  of 
the  proprietor  against  the  net  assets,  regardless  of  how  this  increase  came 
about.  It  may  have  resulted  from  the  operations  of  the  business,  or  it  may 
come  from  some  purely  personal  transactions  entirely  outside  the  scope 
of  the  business.  For  instance,  if  the  proprietor  receives  a  legacy  of  $1,000.00 
and  immediately  turns  it  over  to  the  business,  such  addition  of  cash  in^ 
creases  his  capital  but  it  cannot  be  considered  as  a  profit.  Similarly,  if 
the  proprietor  withdraws  cash  for  some  personal  purpose,  such  as  $200.00 
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for  a  pleasure  trip  for  his  family,  he  reduces  his  claim  against  the  assets 
but  he  does  not  reduce  his  profit  from  the  business.  It  would  liot  be  fair 
to  his  managerial  ability  to  call  such  a  decrease  in  capital  a  loss  or  expense 
of  the  t     ■ 


Likewise,  when  merchandise  is  withdrawn  for  the  proprietor's  own 
use,  it  should  be  charged  to  him  and  considered  a  reduction  in  capitaL 
Otherwise  it  merely  tends  to  decrease  his  inventory  and  add  to  the  cost  of 
doing  business,  and  is  a  business  loss.  For  this  reason  all  withdrawals  of 
cash  or  other  personal  charges  to  the  proprietor  are  added  to  the  net 
increase  of  capital  to  determine  the  actual  net  profit  from  operations. 

This  distinction  between  net  increase  in  capital  and  net  profit  may  be 
expressed  in  the  following  equation: 


Capital   at 
End  of  Period 

- 

CapiUI  at 
B«KiiuiinK  of  Period 

= 

Net  Increaaa 
In  Capital 

N«t   InCTMM 

in  Capital 

+ 

WithdrawalB 

- 

Additional 

= 

Net 

PnUt 

From  this  discussion  it  is  clear  that,  if  property  is  added  or  withdrawn 
thru  transactions  other  than  those  resulting  from  business  operations,  it 
must  be  either  a  subtraction  from  or  an  addition  to  the  increase  in  capital 
in  calculating  net  profit.  , 

When  the  capital  at  the  close  of  the  period  is  less  than  at  the  beginning, 
it  means  a  decrease  of  capital,  but  this  does  not  necessity  mean  a  loss 
from  business  dealings.  It  may  be  that  operations  resulted  in  a  profit,  but 
that  the  proprietor  had  withdrawn  enough  property  to  more  than  offset 
the  earnings  for  the  period. 


VARIOUS  METHODS  OF  KEEPING  SINGLE-E^^^RY  BOOKS 

In  its  practical  application,  single  entry  is  seldom  found  in  the  precise 
form,  as  used  by  Mr.  Osbom.  This  simple  system  of  day  book  and  ledger 
containing  personal  accounts  is  very  frequently  extended  and  elaborated. 
Sometimes  a  summary  of  sales,  and  certain  expense  analyses,  are  kept  as 
merely  memoranda  records.  In  some  instances  one  may  even  find  accounts 
or  records  with  the  more  important  classes  of  property.  The  most  com- 
mon extension  is  the  use  by  some  proprietors  of  a  regular  cash  book  in 
addition  to  the  journal.    The  cash  book  makes  possible  two  things: 

1.  It  provides  a  s&fegnard  on  cash.  The  Cash  Accoant  and  bank  balarn^  can  then 
be  verified  by  the  record  in  the  cash  book, 

2.  It  rives  a  basis  for  analyzing  expenses  and  income  in  the  nreparation  of  a  profit 
and  loBs  statement  from  single-entry  boolis.  Such  an  analysis  is  especially  im- 
portant in  rendering  an  income-tax  return. 

When  a  cash  book  is  used,  postings  for  collections  from  customers  and 
for  remittances  to  creditors  should  be  made  from  it.  This  relieves  the  day 
book  or  journal  of  such  entries.  A  cash  book,  suitable  for  the  business  c^ 
Mr.  Osbom,  is  illustrated  in  Figure  7. 
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CASH  BOOK 

buSio- 

TOTAL 
BSCBlPtS 

(IB*  1- 

TOtL 

MTB 

L.   t. 

JBIPLUtATIOH 

HEE3' 

CB. 

DATE 

L.   F. 

EIPLAKAIION 

IIOES' 

DB. 

DI3BDBSB- 
HENTS 

19S3 

Idas 

1 

L.  E.  Oiborn 

a  OOf 

10 

4.y 

1 

Bent 

SO  3D  1 

t 

C«gh  Salts 

45C 

111 

'J 

Office  Furni- 

If 

Cab  Salas 

lac 

)0 

600  30  1 

nv 

U.   E.  PayOB 

2S0|00 

3S0 

00 

4 

e 

12 
15 
18 

Delivery 
Truck 
AdvertiBing 
PurchaMB 
HageB— Clerk 
L.  B.  Oehoni 

1,200 
30 
IB 
43 

BS 

00 
00 
00 

•A-i 

U.   E.   SoDere 

150|(10 

Ifif 

II) 

Mfi 

Myers  Bros. 

i3o|ao 

13( 

in 

ar 

Hsges— Clerk 

4G 

III 

31} 

General  3ta- 
linner;  Co. 

8 

so 

2,198 

so 

1 

31 

Bi lines    ,    .    . 

1,621 

50 

June 

I 

Balincs.    .  . 

1 

3,830 

DO 

3,320 

00 

1.631 

50 

Fiftiire  7. — This  simple  cash  book  would  be  adequate  for  a  single-entry  system.  The 

entries  that  me  to  be  posted  are  placed  In  the  columns  headed  Customers'  Credit  and 

Creditors'  Debit.  Obser\-e  how  an  analysis  of  expenses  and  income  can  be  made  for  the 

profit  and  loss  statement,  as  shown  in  Figure  8. 


PROFIT  AND 

L.  E.  Oaliom 
LOSS  SIATEHENT  fo 

May. 

1933 

11 

,370.00 

Silsi     

Cost  of  Goods  Sold: 

.  12,395-00 
30.00 

945.00 

Less  lotentory,  Hay  31 

13,365.00 

S 

425.00 
303.50 

Operating  Eipenaee: 

,  S      90.00 
30.00 

5.00 
20.00 
50.00 

8,50 

Dsprsciation  of  Purnitur 
Depreciation  of  Delivery 

Equipment     . 

s 

321.50 

Fsonr  and  Loss  Statement 
Fignre  S. — ^This  statement  ii  very  similar  to  the  regular  profit  and  loss  statement  ob- 
tained from  a  trial  balance.    You  will  note  how  certain  of  the  facts  come  directly  from 
the  cash  book.    The  sales  and  purchases  are  arrived  at  by  the  method  explained  in  the 
discussion. 
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A  Profit  and  Loss  Statement  Under  Single  Entry.    The  accountant  is 

frequently  called  upon  to  prepare  a  profit  and  loss  statement  from  single- 
entry  books.  Especially  is  this  necessary  when  income-tax  returns  must 
be  prepared.  When  a  cash  book  is  used,  the  profit  and  loss  statement  can 
be  set  up  partly  from  the  cash  book.  If  it  is  not  used,  check  stubs  are  used, 
along  with  other  memorandums,  receipts,  etc 

In  the  case  of  Mr.  Osbom's  business,  the  profit  and  loss  statement 
would  appear  as  in  Figure  8. 

The  problem  of  determining  the  amounts  of  sales  and  purchases  from 
a  single-entry  set  of  books  is  accomplished  by  working  backward  from  the 
amounts  due  from  customers  and  the  amounts  owed  to  creditors.  The  fol- 
lowing method  shows  how  this  is  done. 

CtlculatioD  of  Pnrchaifls  frooi  Creiitors'  iccoanta: 
toouDt  Owad  to  trad*  credilorB,   end  of  period: 

On  Opsn  Account     .   II, SOD. 00 

By  Koto  P«ytbl» aOO.M 

ToUl     la, 100. 00 

Idd  Ctih  FargontB  to  Crsdilore  duriog  ptrlod 3B0.00 

Ctih  Parehtaos  during  period     15.00 

ToUl     M, 395, 00 

Dsdact  ioDuat  Owed,  beginning  of  period   Hone 

lotil  Pnrcbiiea  for  period  I3.3SS.00 

CiUulttlon  of  3«Iee  fron  Cuetoaers'  iccounti: 

JlnouDt  due  ttam  cuatoMri,  on  open  lecount,  and  of  period I    S50.00 

Add  Collactiona  from  Cuatooara  during  period     350.00 

Cash  Silea  during  period  GTO.OO 

Tottl 11,870.00 

Deduct  Anount  Outalanding,  beginning  of  period  Ion* 

ToUl  3iles  for  period 11,370.00 

Note  especially  in  the  above  calculations  that  there  were  no  balances  at 
the  beginning  of  the  period.  This  is  due  to  the  fact  that  Mr.  Osbom 
began  business  on  May  1,  the  beginning  date  of  the  period.  In  the  calcula- 
tion of  sales,  notes  receivable  are  not  considered  in  this  ease,  because  no 
notes  were  received  from  customers  on  account. 

Single  Entry  Compared  with  Double  Entry.  Now  that  you  are  familiar 
with  the  single-entry  system,  both  in  its  simple  and  modified  forms,  you 
are  in  a  position  to  consider  its  merits  and  disadvantages  when  comp^ed 
with  double  entry. 

The  chief  merit  for  single  entry  is  that  it  reduces  the  bookkeeping 
work  to  a  minimum.  This  is,  of  course,  desirable  in  small  businesses, 
where  the  proprietor  is  very  often  his  own  bookkeeper;  at  least  his  own 
manager. 

As  the  volume  of  business  grows  and  certain  duties  are  delegated  to 
assistants,  however,  good  management  requires  a  more  accurate  check  on 
operations.  The  manager -needs  a  better  analysis  of  expenses,  a  calculation 
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of  tniDover,  and  greater  control  of  every  phase  of  the  business.    Single 
eatry  is  then  found  wanting,  because: 

1.  It  does  not  provide  an  adequate  check  on  porchases  and  sales. 

2.  It  does  not  control  sofllciently  the  accnrac;  of  information. 

8.    It  does  not  furnish  without  special  analysis  complete  financial  reports. 

Double  entry,  on  the  other  hand,  does  meet  these  necessary  require- 
ments. That  is  why  business  houses  are  gradually  adopting  the  double 
entry  method.  This  often  means  a  change  from  single  to  double  entry  and 
an  accountant  is  usually  called  in  to  make  the  change. 

Changii^  fnun  Single  Entry  to  Double  Entry.  The  task  of  changing 
a  single-entry  set  of  books  to  double  entry  may  mean  one  of  two  things. 
The  change  may  be  made  as  of  a  given  date,  in  which  case  new  books  are 
<^ned  on  the  double-entry  plan.  In  this  case  no  attempt  is  made  to 
change  any  part  of  the  entries  of  the  preceding  period. 

Sometimes  the  change  includes  recording  in  the  old  books  the  infor- 
mation which  was  omitted  under  the  single-entry  system.  This  procedure 
necessitates  the  rewriting  to  a  certain  extent  of  past  records  and  the  creat- 
ing of  nominal  and  property  accounts  in  the  ledger. 

Both  of  these  methods  are  illustrated  and  explained  on  the  following 
pages. 

Method  One.  Change  the  books  of  L.  E.  Osbom  from  single  to  double 
entry,  beginning  June  1,  1922. 

The  procedure  in  this  case  is  simple.  An  entry  is  made  opening  the 
double-entry  set  of  books  with  the  financial  statonent  as  of  that  date. 
If  the  same  ledger  fonnerly  used  for  single  entry  is  to  be  continued,  the 
opening  entry  must  be  made  so  as  to  place  on  the  ledger  only  the  new 
accounts. 

The  entry  for  changing  the  books  of  Mr.  Osbom  would  be  as  follows: 


DEBITS       CGKDITS 


Cish 

H«r<:hRDdi««  Inventory 

Offic*  FtraituM 

CeliTAry  Bquipnant 

V  Joisph  3M11 

V  H.  E.  Psyne  

V  W.  B.  SMera ,    . 

V  My«r«  Broi 

HoUa  Piy«bls 

I.  E.  Osbom,  Ctpitil 

To  put  on  th«  lodger  additfonil  accounts,  as  per  fl- 
nancial  stataBost  of  Juna  1,  1923,  for  chaoging  tingle 
entry  book*  to  dooblo  enti?. 
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Since  the  accounts  of  Joseph  Small,  M.  E.  Payne,  W.  E.  Somers,  Myers 
Bros.,  and  L.  B.  Osbom,  Capi^,  are  already  contained  in  the  led^r,  these 
items  are  checked  in  the  folio  column,  so  that  they  will  not  be  posted  again. 
After  posting  the  other  items,  the  ledger  would  be  in  balance.  It  is  then 
ready  to  receive  entries  from  the  regular  books  of  original  entry  in  the 
same  way,  as  if  the  books  had  always  been  kept  by  double  entry. 

If  the  old  ledger  is  not  to  be  continued,  the  complete  entry  would,  of 
course,  be  posted  to  a  new  ledger.  The  old  ledger  would  then  be  closed 
by  ruling  off  the  balances  transferred  to  the  new  ledger. 

Method  Two.  Change  the  books  of  L.  E.  Osbom  from  single  entry  to 
double  entry  from  May  1,  1922. 

This  problem  is  slightly  longer  than  the  preceding  one,  but  involves 
no  very  difficult  principles.  It  requires  the  building  up  of  the  necessary 
property  and  nominal  accounts  in  the  ledger  that  have  not  been  used  under 
the  single-entry  system. 

The  procedure  is  given  below: 

1.  Post  totals  of  cash  book  to  Cash  Account:  Receipts  (Debited) 
$3,820.00;  Disbursements  (Credited)  $2,198.50. 

2.  From  the  cash  disbursements  side  of  the  cash  book  debit  the  follow- 
ing: Rent  Account,  $50.00 ;  Furniture  and  Fixture  Account,  $500.00; 
DeUvery  Equipment  Account,  $1,200.00;  Advertising  Expense  Ac- 
count, $30.00 ;  Purchases  Account,  $15.00 ;  Clerk's  Wages,  $90.00. 

3.  From  the  cash  receipts  side  of  the  cash  book  credit  the  following: 
Sales  Account,  $570.00. 

4.  From  the  accounts  with  customers  and  creditors,  already  in  use, 
information  is  summarized  and  posted  as  follows:  Debits:  Pur- 
chases, $2,395.00;  Office  Supplies,  $8.50;  Credits:  Sales,  $1,370.00; 
Purchases,  $30.00 ;  Notes  Payable,  $200.00. 

5.  Make  a  journal  entry  for  depreciation  of  $5.00  on  Fixtures,  and 
$20.00  on  Delivery  Equipment.  Debit:  Depreciation,  $25.00; 
Credit:  Reserve  for  Depreciation,  $25.00. 

A  trial  balance  can  then  be  taken  of  the  ledger  and  a  profit  and  loss 
statement  prepared  which  would  agree  with  the  one  shown  in  Figure  8. 

It  would  be  well  to  set  up  the  solution  for  the  above  problem  in  order 
that  you  may  fully  understand  how  to  proceed.  You  are  not  required, 
however,  to  send  in  your  solution. 


MAIN  POINTS  IN  THIS  ASSIGNMENT 

In  this  assignment  you  have  become  familiar  with  the  main  features 
of  the  single-entry  method.  The  following  summary  will  enable  you  to 
make  a  brief  review  of  its  essential  principles. 
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First:   Note  the  chief  differences  between  the  two  methods, 

Sini^  Entry  Double  Entry 

1.  Only  transactions  involving  personal  1.    Every  transaction  la  recorded  show- 
accounts  are  recorded  showlnB  debit  ing  both  debit  and  credit  elements. 
or  credit. 

2.  Information  obtained  Is  restricted  2.  Information  is  obtained  in  detail, 
since  no  nominal  or  propoty  accounts  since  all  real  and  nominal  acconnts 
•reossd,  are  osed. 

8.  Accounts  are  kept  only  with  custom'  S.   Acconnts  are  kept  with  all  values,  in- 

ers,  crediton,  aM  the  projaletor.  dodiagr  property,  operations,  and  per- 

sonal claims. 
4.  Proof  of  postins  used  to  iverify  the  4.  Trial  balance  used  to  verify  the  debits 

debits   and   credits   in   single   entry  and  credits  in  double  entry  ledger, 

ledger. 
B.  Financial    statement    must    be    con-  5.    Financial  statement  is  an  actual  bal- 

structed  from  inventories.  ance  sheet  of  the  ledger  after  being 

properly  adjusted  and  closed. 
6.    Profits    trom    operations    are    deter-  6.    Profits  from  operations  can  be  proved 

mined  by  a  comparison  of  beginning  by  a  statement  of  profit  and  loss, 

and  ending  net  worth.  giving  the  causes  for  increase  or  de- 

crease in  net  worth. 

Second:   Recall  the  illnstrative  problems. 

1.  The  first  problem  explained  the  operation  of  single  entry.    The 
steps  shown  were: 

(a)  How  transactions  are  recorded. 

(b)  How  postinfifs  are  proved. 

_(c)   How  financial  statement  is  prepared, 
(d)  How  profit  for  the  period  is  calculated. 

2.  The  second  problem  explained  how  to  change  from  single  entry 
to  double  entry : 

(a)  When  the  books  are  changed,  as  of  a  given  date. 

(b)  When  the  double-entry  record  is  built  up  from  some  pre- 
vious date. 

A  journal  entry  is  necessary  to  open  the  double-entry  ledger.  This 
entry  is  made  from  the  financial  statement.  Only  those  accounts 
which  are  not  already  in  the  ledger  are  set  up  if  the  old  ledger  is 
continued. 

Third:  A  clear  distinction  was  made  between  net  increase  in  capital 
and  net  profit. 

Net  Increase  in  capital  is  determined  by  deducting  the  capital  at  the 
beginning  from  the  capital  at  the  end. . 

Net  Profit  is  determined  by  subtracting  additions  and  adding  with- 
drawals of  the  proprietor  to  the  increase  in  capital 

Fourth :   Various  forma  of  single  entry. 

1.  Simplest  form — a  day  boot  or  single-entry  journal  is  the  only 
book  of  original  entry. 

2.  Modified  form— a  cash  book  and  journal  and  sometimes  other 
memoranda  records  are  kept  in  addition  to  the  day  book. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  26 

The  following  problems  are  typical  of  actual  situations  calling  for  a 
thoro  understanding  of  the  principles  of  single  entry.  In  this  solution  you 
will  apply  the  methods  which  have  been  illustrated  in  the  i 
Prepare  your  work  in  accordance  with  the  principles  explained. 

1.  R.  M.  Carrier  is  the  owner  of  a  small  retail  jewelry  store.  He  t^er- 
ates  the  store  himself  with  the  assistance  of  two  derka  and  keeps  his  rec- 
ords by  single  entry.  On  December  31,  1922,  he  prepared  a  8tat«nent  of 
his  financial  condition  and  found  that  his  net  worth  was  $8,700.00.  He 
compared  this  with  his  net  worth,  as  shown  by  his  financial  statement  of 
December  31, 1921.  This  comparison  showed  that  his  capital  had  increased 
$1,500.00. 

His  personal  account  showed  that  during  the  year  the  following  with- 
drawals and  additions  had  been  made: 

April   6.— Withdrawal  of  |176.00 

April  29.— Withdrawal  of  9251.00 

July  24. — Additional  investment  of  $600M 

Oct     6.— Withdrawal  of  f65.00 

Nov.  30.— Withdrawal  of  $100.00 

Dec.  15.— Withdrawal  of  f68JK> 

Calculate  and  show  in  statement  form  Mr.  Carrier's  net  profit  for  the 
year  ended  December  31,  1922. 

2.  Elmer  Dealdn  keeps  his  books  by  single  entry,  but  in  addition  uses 
a  cash  book  in  order  to  safeguard  his  cash.  His  transactions  for  January, 
1922,  are  as  follows: 

Jan.1,  Following  were  the  assets  at  the  heginnlng  of  business  to-day:    CatA  on  hand 
$2,000.00,  store  and  lot  valued  at  $4,000.00,  George  Wilson's  note,  dated  Decem- 
ber 10, 1921,  for  60  days,  $500.00.    (Disregard  accrued  interest.) 
2,  Paid  $260.00  for  office  furniture. 

2,  Bought  of  W.  R.  Story  for  cash,  merchandise  $660.00. 
2,  Paid  A.  R.  Deneen  caeh  for  sundry  repairs,  $60X0. 
4,  Sold  Edmund  White,  for  cash,  merchandise,  $320.00. 
6,  Bought  of  James  Selden,  on  account,  merchandise,  $860.00. 
6,  Paid  J.  D.  Russell  cash  for  office  atationoy,  $12.26. 

9,  Discounted  George  Wilson's  note  at  6  per  cent,  and  received  cash  for  the  pro- 
ceeds. 
12,  Sold  Howard  Stetson,  on  account,  merchandise,  $212.00. 
12,  Gave  James  Selden  a  check  for  $426.00. 
16,  Wages  for  clerk,  paid  in  cash,  $80.00. 
21,  Received  a  30-day  note  from  Howard  Stetson,  $212.00. 
26,  Gave  James  Selden  a  60-da7  note  for  $426.00. 

26,  Paid  Phil  Glover  $660.00  for  an  auto  delivery  truck. 

27,  Took  merchandise  home  valued  at  $30.00  cost  price. 
30,  Took  $50.00  cash  for  personal  use. 

30,  Wages  of  clerk,  paid  in  cash,  $30.00. 

31,  Merchandise  on  hand  valued  at  $1^200.00,  furniture  and  fixtures  valued  at  $240JM. 
Other  assets  have  not  depreciated. 
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(a)  Record  the  necessary  transactions  in  a  cash  book  and  journal. 

(b)  Post  aH  personal  accoonts. 
<c)  Set  ap  a  proof  of  posting. 

(d)  Prepare  a  financial  statement. 

(e)  Prepare  a  statement  showing  the  calculation  of  net  profit  for  the 
month. 

S.  John  Smith,  who  has  been  in  business  for  one  year  as  a  merchant, 
has  kept  his  accounts  by  single  entry.  On  December  31,  1922,  you  are 
asked  to  open  a  double^ntry  set  d  books  for  him.  His  records  show  the 
following  facts: 

John  Smitb  (original  investment)  credit  balance  $6,000.00 

Accoonts  Receivable  listed  2,000.00 

Accounts  Payable  listed  2,600.00 

He  also  submits  the  following  inventory,  which  is  accepted  as  accurate ; 

C*«b 11,638.00 

Karchtadia*   4,100.00 

lotai  HMeiYibU 1,993.00 

tccounta  Baceitable  (if  per  books) 3,000.00 

loUl  A(s«t* llQ.tlB.OO 

lotoi  Pijsble I1,M1.63 

iccounts  ?a;iblo  (tt  psr  books)   I,SD0.00 

ToUI  Liabilities 4,1*1.53 

BiUqcb:    let  Worth (8,378.48 

Bap res en tad  bj 

John  Salth  (liiTeitaant  as  per  books) S  S,000.00 

Profit  for  the  yetr  1,376.48 

«8 ,378.48 

You  are  asked  to  show  in  correct  form  the  compound  journal  entry 
which  would  change  John  Smith's  books  &om  single  to  double  entiy.  The 
personal  account  items,  as  you  wilt  notice,  are  already  listed  in  the  ledger, 
but  in  order  to  have  a  complete  journal  entry  they  should  be  shown  in  the 
opening  entry  also. 

4.  Frank  Zeller  owns  and  operates  a  store.  He  has  kept  his  books 
according  to  the  single-entry  method.  You  are  given  the  following  list  of 
accounts.  Accounts  Receivable,  Accounts  Payable,  and  Capital  are  already 
in  the  ledger. 

Jan.  1,  1933       Dec.   31,   1933 

icconnta  Parable S  7,500.00  19,760.00 

Acconnta  Becaivable  38,800.00  38,000.00 

Cash— OYerdrirt 3,700.00 

Frank  leller,  CapiUl 34,600.00 

Fnntitnre  and  Fixtoris 700.00  700.00 

Harchandiae  InTentorr  8,500.00  9,600.00 

Und     3,000.00  8,000.00 

Bvildins     8,000.00  8,000.00 
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A  summary  of  the  cash  i>ook  for  the  year  shows: 

FroB  CualoBtrB  138, 000. 00 

CapiUl  Hit  in  (ilditionil) 5,500.00 

DUbuTB«B«nt«: 

Aceounta  Ptfible  2B,S3S.O0 

AdiiiniitMtlon  Eipanis 1,000.00 

Selling  Eipaaaa S,SO0.O0 

Dalivary  lipanae  600.00 

Uagaa 3,790.00 

Propriator'a  VlUidra>ala 1,500.00 

Set  Up  the  following  depreciation: 
2  per  cent  Depredation  on  Buildings 
5  per  cent  Depreciation  on  Furniture  and  Fixtures 

5  per  cent  for  Bad  Debts  Reserve   (based  on  Accounts  Receivable  balance, 
Dec.  31,  1922) 

From  the  above  facts  you  are  to  prepare: 

<a)  The  necessary  entries  to  bring  all  facts  into  the  ledger. 
<b)  A  trial  balance  at  December  SI,  1922,  before  closing. 

(c)  A  profit  and  loss  statement. 

(d)  A  balance  sheet. 

From  the  cash  book  summary  you  will  determine  the  nominal  accounts, 
and  the  cash  balaoce  at  December  31,  taking  into  consideration  the  con- 
dition of  the  Cash  Account  at  January  1.  Calculate  purchases  and  sales 
as  explained  in  the  assignment. 

You  are  asked  to  send  in  solutions  for  all  the  above  problems  for  criti- 
cism and  grading. 
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Higher  Accountancy 


PRINCIPLES 
PR.AC  TIC  £««(/■ 
PROCEDURE 


Elements  of  Accounting  Practice 


Assignment  27 

ACCOUNTING  FOR  NON-TRADING 
CONCERNS 


BUSINESS  is  being  done  more  and  more  on  a 
scientific  basis.  The  business  man  who  is  not 
in  possession  of  all  the  facts  relating  to  his  busi- 
ness at  all  times,  stands  very  Uttle  chance  of  being 
successful.  In  most  businesses  it  is  the  accounting 
department  which  is  relied  upon  to  furnish  these 
&cts. 

J.  G.  KISSINGER 

President,  Mibvaukee  AMoelation  of  Commirct 


LaSalle  Extension  University 

Chicago 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  General  Ledger 

4.  Closing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  The  Cash  Journal 

8.  Merchandise  Records — The  Purchase  and  Sales  Journals 

9.  Subdivision  of  the  Ledger 

10.  Columnization 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Ladii^ 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnei'ship  Accounting — Dissolution  Problems — Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21.  Corporation  Accounting — Reorganizations — ^Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturii^  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements — General  Review 
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ACCOUNTING  PROCEDURE  FOR 
NONTRADING  CONCERNS 

If  you  were  to  classify  the  business  houses  of  your  own  community,  you 
would  find  that  most  of  them  are  engaged  in  one  of  the  followlnK  activities: 

1.  Merchandising — that  is,  they  buy  and  sell  merchandise. 

2.  Manufacturing — that  is,  they  make  and  sell  some  commodity. 

The  accounting  procedure  for  both  these  types  of  business  has  been 
explained  in  the  preceding  asBigmnents. 

While  merchandising  and  manufacturing  enterprises  differ  ttom  each 
other  in  certain  respects,  nevertheless,  they  have  one  thing  in  common, 
that  is,  they  both  sdl  some  material  commodity  for  profit. 

Opposed  to  these  two  types  of  business  activity  is  the  business  or 
institution  that  does  not  sell  commodities.  Such  businesses  are  osnally 
referred  to  as  nontrading  concerns. 

Nontrading  OHicems  Sell  Services.  Nontrading  concerns  differ  from  all 
other  types  of  business  in  that  they  render  services  instead  of  selling  com- 
modities. Take,  for  example,  the  business  of  professional  men.  Lawyers, 
doctors,  dentists,  architects,  engineers,  and  accountants  sell  their  services. 
Their  income  is  not  obtained  from  the  sale  of  material  commodities,  but 
from  the  performance  of  some  service  for  their  chents.  Concerns  that 
might  also  be  mentioned  as  illustrations  of  nontrading  businesses  are  public 
utilities,  commercial  agencies,  financial  houses,  educational  institutions, 
fraternal  organizations,  trade  associations,  religious  societies,  etc.  Such 
organizations  are  engaged  in  rendering  some  service. 

Two  Kinds  of  Nmttrading  Concerns.  All  nontrading  coDcems  are  not 
alike,  however,  except  in  the  fact  that  they  are  intended  to  sell  or  render 
service.  They  should  be  further  divided,  according  to  their  main  purpose 
and  method  of  operation,  as  follows : 

1.  Concerns  that  are  conducted  for  profit. 

2.  Concerns  that  are  not  conducted  for  profit. 
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To  bring  out  this  distmction  more  clearly,  nontrading  concerns  are 
classified  into  two  groups,  as  follows: 


NOT  FOB  PEOFIT 

Cldbs 
Social 
Conumercial 
Athletic 

FjUTBBNAL  OBOANtZiLTIONS 

Tbadb  Assocutions 
Bbugiods  Soonrms 
Eduoational 

CoUegea 

UtuTersities 
Chabitablg 

Hospitals 

Asyloms 

Orphanages 


FOR  PROFIT 

PBOTESSIONAL 

Lawyers 

Doctors 

Dentists 

Architects 

Engineers 

Accoontants 
Public  Sebtiob 

Telephone 

Street  Railways 

Qas  and  Electric  CompanieB 
CoiUfEBOUIi  (teOANIZATIONS 

AdTertising  Agencies 
Deteetire  Agendes 
Employatent  Ageneiefl 
Hotels 
FiNANCUL 

Brokers 

Insurance  Companiea 
Investment  Houses 
Building  and  Loan  Associationa 
Eddcationai. 
Business  Colleges 
PriTste  Schools 

All  these  concans  require  good  accounting  procedure.  In  some  cases 
the  records  will  be  much  simpler  than  in  otha^,  depending,  of  course,  i^mn 
the  nature  of  the  operations.  The  accountant  is  expected  to  provide  appro- 
priate records  for  the  nontrading  concerns  with  as  great  care  as  he  would 
for  trading  or  manufacturing  concerns.  Moreover,  members  of  dubs, 
churches,  societies,  and  other  institutions,  who  are  in  charge  of  the  records, 
are  interested  in  being  able  to  provide  accurate  accounts  for  their  organiza- 
tions, so  that  good  management  can  be  obtained. 

Special  treatment  of  such  nontrading  concerns  as  banks,  iiuurance  coai- 
panies,  building  and  loan  associations,  railroads,  and  other  public  utility 
concerns  cannot  be  given  at  this  time.  Such  badnesses  are  subject  to 
supervision,  and  their  accounts  are  usually  made  to  comply  vrith  the  regular 
tions  of  some  state  or  federal  administrative  body. 

Generally  speaking,  accounts,  transactions,  books,  and  statements 
employed  in  tr^ng  concerns  are  also  used  in  nontrading  concerns.  More- 
over, nontrading  businesses  apply  many  of  the  accounting  principles  that 
are  applicable  to  trading  concerns. 

Special  Accounting  Features  in  Ntmtrading  Concerns.  There  are  a  few 
ways,  however,  in  which  the  accounting  procedure  of  a  nontrading  concern 
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differs  from  that  of  a  trading  concern.  These  differences  are  caused  largely 
by  the  difference  in  the  character  of  the  transactions,  the  purpose  of  the 
organization,  and  the  nature  of  the  ownership.  The  accountant,  in  dealing 
with  the  accounts  of  a  nontrading  concern,  follows  the  same  plan  as  in  any 
other  statistical  investigation  in  so  far  as  the  collection,  summarization, 
and  interpretation  of  results  are  concerned.  He  bears  in  mind,  however, 
that  in  the  statements  prepared,  the  objects  of  the  organization  are  dif- 
ferent and  the  owners  look  for  a  different  type  of  interpretation  than  in  a 
trading  concern. 

More  specifically,  you  will  find  that  the  treatment  of  the  ordinary  asset 
and  liability  accounts  is  the  same  under  either  type ;  also,  that  the  same 
rules  govern  the  debiting  and  crediting  of  the  ordinary  nominal  accounts. 
This  statement  might  l^d  you  to  conclude  that  the  only  difference  in  the 
accounts  appears  in  the  Capital  or  Ownwehip  Account.  It  is  true  that  a 
fundament  difference  does  exist  in  the  Capital  Account  of  concerns  not 
conducted  for  profit,  but  there  is  a  difference  also  in  the  nominal  accounts 
used.  The  nontrading  concerns  have  no  Sales  Account,  and  no  accounts 
that  ordinarily  appear  in  the  trading  section  of  a  profit  and  loss  and  income 
statement,  such  as  Purchases  of  Merchandise,  Freight,  Inventory,  Cartage, 
etc.  In  place  of  the  Sales  Account,  the  professional  firm  has  a  Fees  Account, 
the  charitable  institution  a  Donation,  Legacy,  or  similar  account,  the 
educational  institution,  a  Tuition  Account,  or  Income  Appropriation,  and 
the  club,  a  Dues  Account. 

ACCOUNTING  PROCEDURE  FOR  NONTRADING  CONCERNS 
OPERATING  FOR  PROFIT 

In  consid^ing  the  accounting  procedure  for  nontrading  concerns  that 
operate  for  profit,  special  attention  should  be  given  to  the  books  that  are 
used  and  to  the  classification  of  the  accounts  in  the  ledger  of  certain  typical 
cases,   "nie  books  of  such  businesses  nsoally  consist  of  the  following: 

Journal — ^for  noncash  transacticms. 

Cash  book — for  cash  transactions. 

Ledger. 

Clients,  guests,  or  membership  ledger — corresponding  to  a  customers* 
ledger  in  a  trading  concern. 

Classified  time  hook — from  which  postings  are  made  to  the  debit  of 
clients'  accounts. 

A  time  book  need  not  form  the  basis  for  charging  the  fee,  since  the 
record  of  time  spent  is  usually  statistical  in  nature.  The  charge  to  the 
clients'  account  will  then  be  made  in  a  lump  sum  thru  the  journal. 

ClassiflcatifHi  of  Accoonts  Used  by  a  Firm  irf  Lavryers.  You  can  get  a 
good  idea  of  what  accounts  are  used  in  a  professional  business  from  the 
following  list  of  accounts  now  used  by  a  leading  firm  of  lawyers.  It  must 
be  remembered,  however,  that  this  list  is  merely  typical,  and  that  the 
accounts  of  other  firms  would  probably  be  somewhat  different. 


*"*r,-t??ifl5lf 


Cash 

Petty  Cash 
Accounts  Receivable 
OflBce  Furniture 
Library 
Leasehold 
Liabilities: 
Accounts  Payable 
Notes  Payable 
Beserve  for  Depreciation 

PrOPRIETABT  ACCOITNTS : 


JjfCOUB ; 

Professional  Fees 

Commissions  on  Collections 
Expense  : 

Office  Salaries 

Office  Supplies 

Postage 

Telephone  and  Telegrams 

Periodicals 

Traveling  Expenses 

Bent 

Taxes 

Depreciation 

Loss  on  Bad  Debts 

Financial  Statements  of  a  Professional  Firm.  The  financial  statements 
of  a  professional  firm  are  prepared  in  accordance  with  the  same  prindplea 
as  for  trading  concerns.  There  are,  of  course,  no  inventories  of  merchan- 
dise to  consider,  but  there  are  often  accrued  or  deferred  items  that  require 
adjustment.  When  a  big  engagement  or  undertaking  is  only  partly  com- 
pleted at  the  time  of  preparing  the  annual  statements,  the  question  some- 
times arises  as  to  how  much  of  the  income  and  expense  connected  with  such 
service  shall  be  shown  in  the  accounts  of  the  current  year. 

This  may  be  settled  for  each  individual  case,  depending  on  the  nature  of 
the  work  and  the  terms  of  the  contract.  In  general,  the  conservative  policy 
should  be  followed  of  setting  up,  as  an  income  of  the  period,  only  so  much  as 
fairly  represents  the  proportion  of  the  whole  engagement  completed  at  the 
date  of  the  balance  sheet.  Usually,  the  completed  work  should  also  be 
approved  as  satisfactory.  This  implies  that  the  accounts  of  the  profes- 
sional firm  should  be  kept  on  the  accrual  basis,  rather  than  on  the  cash 
basis,  as  is  done  in  many  cases. 

In  most  nontrading  concerns  conducted  for  profit,  it  is  necessary  to  pre- 
pare only  the  balance  sheet  and  the  profit  and  loss  statement,  as  is  required 
in  a  trailing  business.  In  some  of  the  larger  ofiices,  it  may  be  necesary  also 
to  furnish  certain  detailed  schedules  of  items  shown  on  the  main  state- 
ments. 
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A  I'ypical  Case.    As  a  means  of  illustrating  the  preparation  of  state- 
ments for  a  professional  firm,  the  following  problem  is  presented  and  solved. 

The  trial  balance  of  Jones  &  Williams,  attorneys  at  law,  on  December  81, 
1921,  after  closing,  was  as  follows : 


Jonea  &UillliM 
TfitAl  BALUCR.  DECBNBEB  31.  1931 

C»Bh 

DEBITS 

.  1  e.sso.oo 

GBEDITS 
S  8,680.00 

4,000.00 
10,000.00 
10.000.00 

S33,SG0.0O 

1,090.00 

160.00 

8,000.00 

^miture  lad  FiitorsB 

Accro»d  InUroat  on  Hotas  Beceinbl*  (it  6  P»r  Cant)  .   .   . 

JonB»,  CapiUl 

t33,S50.00 

During  the  year  1922,  the  following  transactions  w^e  duly  recorded  on 
the  books: 

Charsed  clients  with  fees  amounting  to  160,000.00.  Incmred  expensea  thra  Accounts 
Pay^le,  as  follows:  Stationery,  $1,000.00;  rent,  11,650.00;  miscellaneotu, 
expense,  $4,000.00. 


Paid  Cash:  Office  Salaries,  (S.SOOJM);  creditors,  $12,000.00;  notes  payable,  $2,000.00; 
interest  on  notes  payable,  $300.00;  Jones,  Personal  Account,  $18,300.00; 
Williams-Pertional  Account,  $19,200.00. 

Adjustments  :  Six  per  cent  interest  on  notes  receivable  from  September 
1. 1922,  had  accrued  but  was  not  entered  on  December  81, 1922.  Six  per  cent 
interest  on  notes  payable  from  September  1,  1922,  had  accrued  but  was  not 
entered.  Furniture  was  depreciated  at  the  rate  of  6  per  cent  a  year,  and  a 
Reserve  for  Depreciation  was  set  up  on  December  31,  1922.  Reserve  for 
Doubtful  Accounts  of  |500.00  was  also  created  on  December  31, 1922. 

In  solving  this  problem  we  shall  prepare: 

1.  Worldng  sheet  for  determining  the  trial  balance  on  December  31, 
1922. 

2.  Adjusting  Entries  for  accruals  and  reserves. 

5.  Summary  of  cash  receipts  and  disbursements  of  the  year. 
4.  Statement  of  income  and  expenses. 

6.  Balance  sheet  as  of  December  31, 1922. 
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SOLUTION 

T  FOB  SmiHIHIIQ  TRIIL  BiLilCI,   IscMbar  SI,  Itn 


C»«h 

Aecounia  IlBcaiTiMa  .  . 
Farnitur*  tnd  Fiitarea. 
Holas  Stcainble.   .   ,   . 

Rotas  Pi7ibl«  

Accniad  Intareat  Kac.  . 
Acconati  Payibla.    .   .   . 

Jonaa,  Cipilil 

Uillius,  CifiUl  .   .   . 

Feaa 

SUtioner? 

Bent 

Intariit  bpsnsa.  .  .  . 
UiicalUBtoH*  BipiSM  . 
Offica  SaUriaa  .  .  .  . 
iDtarait  Earned  .'  .   .  . 

Jonaa,  Dravlng 

Williua,  Draiins  .   .   . 


s.sso 

10,000 
10,000 


2,000 

13,000 


80,100 

3,000 


Hl,<fiODOMl,6G0DOIlTB,68O0DHTI,Ue0OITI,U0D0in,EM0O 


19,390  DO 
6,360 
1,090 

S, 000  00 


1,000  H) 
l,BliO[>0 

*,000  " 
3,500  00 


IS, 3 


3,300  00 
10,000  00 
10,000  00 
so, 000  00 


2.  The  foUowing  journal  entries  will  adjust  the  bocdcs  for  accrued 
interest,  depreciation,  and  loss  from  bad  debts: 
JOURNAL 


DEBITS     CBIDITS 


D  of  Purnitura  at  6  Far 


To  ProTida  for  Loaa  froa  Bad  Debta. 


Ffgim  2.^ — ^Tfaese  adjnatiiiK  entries  are  necesury  in  order  to  seeorv 
plete  information  in  the  Etatements. 
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JttOti  LHUHui 

SEFWun  or  cub  eigufts  ud  mamaBana 

tor  Ytir  Ended  D«CMb«r  31,  1S33 

Cdh  on  Hud  Jinaii7 
lacaiptc: 

Kolta  Rsceinblt.   . 

1,  ins  . 

>  e.sGo.oo 

WO. 100.00 
3,000.00 

63,SSO.0O 

4M.00 

DiiburaannU: 

S»,800.00 
S1S,330.00 

WllUw.,  Srtvioc  . 

19,300.00 
13,000.00 

3,000.00 
300.00 

BiUdcb,  SiBMbBr  31 

1B21.   . 

JODM  (VilllHI 

STATSMin  or  IICOU  AND  BIPEISE 
For  mr  BMiH  DtaMbar  SI.  IW 

Incoaa: 

•60,000.00 

Leia  Oparatlng  lipanaaa: 

Ofnea  3.Uri«a 

13,600.00 
1,000.00 

10.711.40 

*,000.00 
36.40 
BOO.H 

■at  Intoaa  fro»  Practica 
Olbar  Incona: 

430.00 

Cbarfaa  to  Incoaa: 

iSS.704.eo 
340.00 

Hat  Incoaa  for  tha  Pariod 
Dlatribution: 

>se,3H.60 
39, 804. W 

I19.SB3.30 
If,flS3.S0 

Aulgnrawt  27,  Pac«|7 
r  ji,    jj,LiOO«^IC 


ASSETS 

Ctah IIS. 330. 00 

Accsnntt  RsceiTabl*    16,350.00 
L«ai  Bsiarre  for  Bid 

Dabti $00.00 

S. 790. 00 

Faniltur*  and 

Fiiturai n,090.00 

!•■■  Baiarva  for 
Dvpnciitlon.   .   .   .  65.40 


Rataa  Bacaivable  S, 000. 00 

Accrued  latere at 
lt«cei*ible 100.00 


LIABIUTIU  AMD  CAPITAL 


Notaa  Parable  .  . 
Accoanta  Parable. 
Accniad  Intereat 


Payable  

40.00 

Capital  Acconnta: 
Jonaa  InTeataant  .  SIO.OOO.OO 
Add  Pwfita.   .   .   .     19.683.30 

n>,683.30 
Leaa  Dravinga.   .   .     18,300.00 

Hilliau  InTeataant  10,000.00 
Add  Profita.   .   .   .     IB, 683.80 

11.883.80 

S39.e83.S0 
Ua>  Draiinga.   .   .     19.300.00 

10.483.30 

•37,104.60 

Details  of  the  Solntioii.  The  working  sheet  of  Figure  1  shows  the  trial 
balance  at  the  besinnin^r  of  December  81, 1921,  and  the  transactions  for  the 
current  year,  from  which  are  derived  the  trial  balance  on  December  31, 
1922. 

The  expression  "incurred  expenses  thru  accounts  payable"  used  in  the 
problem  simply  means  that  expense  accounts  have  been  charged  and 
Accounts  Payable  credited  instead  of  Cash.  Accounts  Payable  is,  of  course, 
debited  when  Cash  is  disbursed,  or  when  cash  is  paid  to  creditors,  as  stated 
in  the  problem. 

The  accrued  interest  receivable,  $100.00,  from  September  1  to  December 
SI.  is  calculated  for  four  months  on  $5,000.00  at  6  per  cent. 

Of  the  $480.00  received  for  interest  during  the  year,  $160.00  canceled 
the  accrued  interest  at  the  beginning  of  the  year  and  left  $320.00  as  income. 
To  this  is  added  the  $100.00  accnwd  from  September  1  to  December  31, 
192*2,  which  makes  a  total  of  $420.00  as  the  income  from  interest  for  the 
year. 

The  accrued  interest  payable  from  September  1  to  December  31  is 
calculated  for  four  months  on  $2,000,00  at  6  per  cent.  This  $40.00  accrual 
plus  the  interest  paid,  $300.00,  equals  $340.00,  the  total  interest  expense. 

Fees  earned  cause  a  credit  to  the  Fees  Account,  which  corresponds  to  a 
Sales  Account,  and  a  debit  to  Accounts  Receivable  or  clients'  accounts. 
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ACCOUNTING  PROCEDURE  FOR  NONTRADING  CONCERNS 
NOT  OPERATING  FOR  PROFIT 

Books  and  Accounts.  The  books  of  clubs,  societies,  associations,  and 
various  kinds  of  institutions  generally  consist  of  a  general  ledga,  a  cash 
book,  and  a  journal;  and  usually  there  is  also  a  voucher  register  or  invoice 
register  of  some  sort.  In  addition  to  these,  various  subsidiary  records  are 
kept  as  the  nature  of  the  organization  demands. 

For  example,  in  a  charitable  institution  receiving  raany  donations,  some 
of  which  are  annual  subscriptions  pledged  in  advance,  quite  an  elaborate 
card  system  of  subscribers'  or  donors'  accounts  may  be  found.  These  cor- 
respond to  a  customers'  ledger,  and  should  represent  at  any  time  the  balance 
of  the  unpaid  pledges.  They  may  be  controlled  by  a  Pledges  Receivable 
Account  on  the  general  ledger,  but  are  very  often  found  merely  as  a 
memorandum  record.  The  former  method  is,  of  course,  the  better  from 
the  accounting  standpoint,  but  it  is  not  generally  used  in  practice 
since  it  involves  the  procedure  of  debiting  Pledges  Receivable  and  crediting 
an  account  called  "Reserve  for  Subscriptions"  at  the  time  the  pledges  are 
signed. 

Pledges  which  are  uncollectible  will  be  reversed  by  a  charge  against 
Reserve  for  Subscriptions,  and  the  Pledges  Receivable  Account  closed.  Af 
pledges  are  collected.  Cash  is  debited  ami  Pledges  Receivable  credited.  A1 
the  end  of  the  year  an  adjusting  entry  is  required  for  the  total  amount 
received  from  pledges,  as  follows ; 

Reserve  for  Subscriptions ?. _ 


Contributions  from  Pledges... 


The  latter  is  a  Revenue  Account,  going  either  into  current  income  foi 
the  period,  or  into  a  Capital  Increase  Account.  The  cash-payments  book  oJ 
a  charitable  institution  provides  columns  to  classify  expenditures  as  be- 
tween administration  and  relief,  and  to  show  further  the  nature  of  the  relief 
work. 


ACCOUNTS  USED  BY  THE  MIDWEST  GOLF  CLUB 

The  following  accounts,  used  by  a  prominent  golf  club,  are  typical  at 
what  can  be  expected  in  a  club  of  ordinary  size.  The  following  list  is  merely 
suggestive: 

ASSETS 
Fixed: 

Land  and  Buildings 

Furniture  and  Fixtures 

Equipment  (such  as  lawn  mowers,  sprinkling  devices,  etc.) 

Endowments 

Assi 


^"'?r^.?^t?f^j' 


CUEBEKT: 

Cash  (bank  account) 
Petty  Ca8h 
DuM  Beoedrsble 
Notes  Receivable 

Dbfqibed  Chabohb: 
Sapplies  (inventory) 
Prepaid  Insurance 
Prepaid  Interest 

LIABILITIBS 

Fixed: 
Mortgage  Payable 

CUBBENT: 

AccoimtH  Payable 
Accrued  Interest  Payable 
Accmed  Taxes 

Pboprietobship  ; 
Capital  Sorphu 
Bfliseme 


PROFIT  AND  LOSS  ACCOUNTS 
InCOUE: 
Membership  Dnee 
Initiation  Fees 
Revenue  from  Restaorsnt 
Revenne  from  Bowling 


Supplies  for  Restaurant 
Supplies  for  Bowling 
Office  Salaries 
Caretaker's  Salary 
Heat  and  Light 
Depreciation 
Telephone  and  Tel^rams 
Advertising 
Entertainment 
Repairs 
Incidental  Exp&ae 

Special  Records  for  Clubs.  Clubs  and  societies  shotUd  have  a  member- 
ship-dues register  as  well  as  an  accounts  receivable  Iedg;er  if  charges  other 
than  dues  are  made  to  members.  Sundry  accoonta  receivable  are  best  car- 
ried in  the  general  ledger.    Social  clubs  often  have  billiaid  room,  bowling 
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alley,  cafe,  cigar  stand,  etc.,  as  operating:  onits.  These  activities  require 
that  records  be  kept  on  an  accrual  baais  md  be  distributed  according  to 
departments,  in  exactly  the  same  manner  as  a  tradinfr  concern.  For 
example,  the  Cafe  Operating  Account  should  be  debited  with  all  supphes 
and  expenses  chargeable  against  the  cafe.  It  will  be  credited  with  the  cafe 
revenue  and  at  the  close  of  the  month  or  year  with  the  inventory  of  supplies 
and  provisions. 

Here  is  a  Cafe  Revenue  Account  as  it  would  appear  after  the  entries 
during  the  year  are  made.  Usually  such  an  account  would  contain  many 
detail  entries.  Only  enough  are  shown  here  to  illustrate  the  purpose  of  the 
Revenue  Account. 

CAFE  REVENUE 

1*33 


Suppliaa  

EipeDtaa  

Inanaaa 

Baltnes,  Vet  Profit. 


1,300  DO 
930  00 
400  00 

i.gseoo 


The  balance  shows  the  net  profit  or  toss  for  the  year  and  is  carried  to 
the  annual  report  as  Net  Revenue  from  Cafe.  Similarly,  the  cigar  stand, 
billiard  room,  bowling  alley,  bar,  dormitory,  or  other  operating  accounts  ar« 
kept,  and  the  net  result  closed  monthly  or  annually  into  the  corresponding 
Net  Revenue  Account.  This  enables  one  to  see  from  a  glance  at  the  proper 
Net  Revenue  Account  the  relative  profitableness  of  the  d^>artment  under 
consideration. 


How  Clubs  Handle  Depredatimi  and  Repbcements.  Depreciation 
charged  as  an  expense  of  maintenance  in  institutions  or  clubs  not  conducted 
for  profit  does  not  mean  very  much.  In  the  case  of  a  dub,  if  depreciation 
is  charged  on  the  building  and  furniture,  and  in  addition  repairs  are  made 
as  needed,  the  members  presumably  are  paying  part  of  their  dues  each  year 
for  the  purpose  of  replarang  the  fixed  property,  when  it  becomes  necessary. 
In  most  clubs,  however,  the  building  and  furniture  will  be  replaced  by 
^>ecial  contribntions  or  by  a  bond  issue,  even  after  the  charge  for  deprecia- 
tion has  been  made  regularly.  The  reason  for  this  is  that  the  money  sup- 
posedly paid  in  each  year  as  a  replacement  fund  was  used  for  something 
else,  thru  ignorance  on  the  part  of  the  club  officials  as  to  what  a  reserve  is 
really  for.  The  only  means  of  avoiding  such  a  situation  is  to  actually  fund 
the  dein'eeiation  charges  and  invest  the  fund  in  liquid  securities,  such  as 
stocks,  bonds,  etc. 

A  Y.M.C.A.  receiving  donations  as  its  princiijal  means  of  support,  needs 
to  charge  depreciation  on  its  building  and  furniture  as  an  operatmg  expense. 
At  the  close  of  the  year,  its  operating  statement  should  show  the  actual  cost 
of  operation.  Donors  are  asked  to  contribute  the  amount  of  the  expenses 
as  shown  for  the  last  year  on  the  theory  that  they  will  be  practically  the 
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same  for  the  coming  year.  The  full  amount  ia  raised.  The  process  is 
repeated  for  several  years.  When  the  building  needs  replacing,  one  of  two 
conditions  is  met. 

1.  The  trustees  have  a  fund  on  hand  sufficient  to  build  a  new  building, 
as  a  result  of  having  the  annual  contributions  representing  the 
amount  of  depreciation  set  aside. 

2.  The  trustees  must  call  upon  some  wealthy  person  or  persons  to  donate 
a  large  sum  for  the  erection  of  a  building.  If  the  latter  is  the  case, 
as  it  more  likely  would  be,  it  means  that  the  donors,  from  year  to 
year,  have  been  contributing  for  replacement  purposes,  but  that  the 
money  has  been  used  in  some  other  way. 

How  to  Prepare  Statements  for  a  Country  Dob.  The  following  problon 
illustrates  some  of  the  transactions  of  a  club  and  shows  how  the  necessary 
statements  are  prepared. 

The  West  Shore  Country  Club  on  January  1,  1922,  had  a  balance  of 
$4,000.00  cash.  The  transactions  during  the  year  are  represented  in  the 
following  accounts; 


■  3,S1G.00 
7,100.00 
6,300.00 

10.00 

108.00 

1,000.00 

I17,8!S.OO 

tiUHH  Iqulpatnt 

1,700.00 

Offie*  EipenMi 

150.00 

AccoanU  Pijtbla  .   .   .  .  - 

1. BOO. 00 

«7,838,00 

Assuming  that  the  billiard  equipment  and  billiard  expense  charges  were 
made  thru  Accounts  Payable,  prepare  a  summary  of  cash  receipts  and  dis- 
bursements. Also  prepare  a  statement  of  income  and  expenses  for  the  year. 

Advantage  of  Using  a  Woi^ing  Sheet.  Before  we  can  prepare  the  two 
statements  called  for,  we  must  analyze  the  transactions.  That  is,  we  must 
account  for  all  the  cash  received  and  all  the  cash  disbursed.  To  accomplish 
this,  we  use  a  simple  working  sheet,  in  which  we  break  up  the  transactions 
into  their  elements. 

lu  other  words,  we  list  all  amounts  actually  received  and  disbursed,  as 
opposed  to  the  items  that  represent  income  and  expense.  Cash  disburse* 
ments  are  not  all  expenses,  neither  are  all  cash  receipts  income.  Study  the 
following  working  sheet  to  see  how  the  analysis  is  made. 
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Analysis  ot  Cash  Reedpta  as  DtstingniiAed  from  Income.  In  sotving 
this  problem,  we  start  with  the  cash  items  as  shown  in  the  working  sheet. 
Since  $7,218.00  represents  the  amount  receiTed,  it  is  neceoaary  to  sdect 
those  credit  items  which  show  the  source  of  the  cash  so  received.  In  look- 
ing down  the  credit  transactions  colmnn  it  is  obvious  that  the  $2,616.00 
credit  to  Cash  has  nothing  to  do  with  the  ddbit  to  Cash.  The  ^7,100.00 
credited  in  the  Dues  Receivable  Account  is  presumed  to  be  made  up  largely, 
if  not  entirehTj  of  cash,  because  it  is  known  that  the  Dues  Receivable 
Account  is  debited  as  dues  are  levied  during  the  year  and  credited  as  the 
amount  receivable  is  reduced  for  any  reason  whatever.  Dues  Recdvable 
mis^t  be  reduced  by  cancellation  thru  action  of  proper  (^eials,  executives, 
conmiittees,  or  boards,  of  governors.  Acc(»^iing^,  in  iriadng  thi*  ¥7,100.00 
as  a  cash  receipt  item,  we  do  so  only  for  the  time  being,  until  it  is  possible  to 
determine  whether  any  other  items  seem  to  indicate  the  Dues  Receivable 
were  reduced  otherwise  than  upon  receipt  of  cash  from  the  members.  The 
fact  that  the  credit  to  Dues  Receivable  is  greater  in  amount  than  the  debit 
means  that  some  of  last  year's  dues  were  collected  or  that  some  have  been 
collected  in  advance  to  apply  oa  Uie  i^tproaching  year. 

Take  the  next  credit  item,  f  6,200.00  Dues,  which  is  like  a  Sales  Account 
in  a  trading  concern.  Since  it  is  the  same  in  amount  as  the  debit  to  Dues 
Receivable,  it  is  apparent  that  it  is  the  result  of  an  entry  charging  members 
with  dues  for  the  year.  Accordingly,  it  forms  no  part  of  the  cash  received 
as  a  part  of  the  statement,  but  Cash  was  debited  and  Dues  Receivable  was 
credited  when  the  cash  was  received.  The  $6,200.00  is  evidently  included 
already  in  the  cash  receipts,  ¥7.218.00. 

The  $10.00  credit  to  Tdephone  is  undoubtedly  caused  by  the  receipt  of 
cash.  In  a  club,  it  is  quite  common  for  members  to  use  the  telephone  for 
long  distance  calls  and  pay  for  tbem  later.  The  club,  in  this  cas^  undoubt- 
edly paid  the  full  telephone  bill  for  the  year,  amounting  to  $160.00,  but 
received  $10.00  back  from  members.  Usually,  such  charges  are  made  thru 
an  Accounts  Receivable  Account,  which  is  intimately  converted  into  cash. 
Since  no  Accounts  Receivable  Account  seems  to  be  debited  in  this  case,  and 
since  the  charge  to  Dues  Receivable  exactly  corresponds  with  the  credit  to 
Dues,  it  is  only  natural  to  assume  that  the  $10.00  credit  to  Tdephone  came 
as  a  result  of  a  debit  to  Cash. 

In  a  similar  manner,  the  $108.00  Interest  credit  represents  a  cash 
receipt  item.  One  does  not  find  any  Accrued  Interest  Receivable,  or  similar 
account,  to  indicate  that  any  portion  of  the  $108.00  might  be  the  result  of 
an  adjusting  entry.   All  the  $108.00  was  actually  received. 

Since  it  is  known  that  a  credit  to  Accounts  Payable  is  usually  accom- 
panied by  a  debit  to  some  expense  or  property  account  other  than  C^h,  it 
is  hardly  necessary  to  try  to  connect  the  $1,900.00  item  with  cash  received. 
This  is  especially  true  since  the  problem  states  that  "billiard  equipment  and 
billiard  expense  were  made  thru  Accounts  Payable."  It  is  aeen  that  the 
sum  of  the  two  charges  mentioned  equals  in  amount  the  $1,900.00  credit  to 
Accounts  Payable. 

As  a  result  of  this  scrutiny  of  the  credit  items,  it  seems  that  the 
$7,100.00,  $10.00  and  $108.00  are  the  only  ones  credited  at  the  same  time 
Cash  was  debited.  Accordingly,  the  total  cash  receipts  should  be  the  sum 
of  the  three  items  mentioned.    By  referring  to  the  solution,  it  is  seen  that 
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tbeae  do  correspond  with  the  total  Cwdi  Becored  ss  given  in  the  tnms- 
aetions  for  the  year. 

Aaaiyeia  of  Cask  DI^HiraemeBts  as  Dtetingoished  from  Expensee.  After 
completing  the  analjrais  of  the  eaah  received,  the  next  Bte|>  is  to  analyze  the 
C8^  ^sbursements.  Enough  charges  are  to  be  adected  to  make  up  a  total 
of  $2,615.00,  representing  cash  paid.  This  selection  is  made  in  c<Hnplianee 
with  one's  knowledge  of  accounts  as  to  when  they  are  ordinarily  debited 
and  credited.  The  mrst  two  debit  items  have  been  taken  care  of  already  as 
having  no  direct  effect  on  cash  disbursements.   The  third  item,  $600.00,  fca: 


Vast  Shora  Counitr  Club 

nUBffiRT  at  CiSH  BECBIFT3  AID  DISmOBORS 

For  Ut  Viir  143! 

Balanca,  Jannanr  1, 
Bacaipts: 

14,000.00 

7.31S.00 
•11,318.00 

a.Hfi.OO 

Diihiramaiti: 

Librtrr  IqnipMiit  .   .   . 
Offic*  Bipania 

.   .  S      9W.0O 
.   .          IN). 00 

Acconnta  Ptyibla 

Baluce  OecMtar  81 

1133. 

Halt  Short  GMBtij  Glnb 

siiunn  or  iicomb  aid  ufuit& 

For  tha  Yaar  1933 

Iicoaa: 

1  8.300.00 
101.00 
10.00 

TolBpboDS  CoMiaaion 
Bipanaaa: 

.  t        IS.OO 
300.00 
160.00 
IBO.OO 

1  8,318.00 

Bie.w 

Offiea  Eipeua.   .   .   . 

Iicaia  of  Ikmo  Orar  Bxpanaaa 

Figiirs  S. — ^In  ib»  cash  BtatMMnt,  7011  will  itote  the  balance  of  ^JKtOJX)  on  Januarr  1, 

1922.    To  this  la  added  tbe  cajdi  received  during  Hie  year.    From  this  amount  Is  deducted 

tlie  cash  paid  out.    Hie  income  and  expense  statement  contains  the  same  items  as  tttose 

in  the  income  and  expense  columns  of  ttie  working  sheet. 


library  eqaipm^it,  was  prtrfubty  created  as  a  result  of  baying  on  accoont  (» 

for  cash.  Since  it  has  been  estabhshed  in  this  instance  that  the  only  pur- 
chases on  account  were  those  for  billiard  equipment  and  billiard  expense, 
this  $500.00  purchase  must  be  included  as  an  item  amontr  the  cash  pay- 
ments. By  similar  reasoning,  the  Office  Expense,  Telephone,  Interest,  Ac- 
counts Payable,  and  Notes  Payable  debits  must  be  considered  as  items  to 
place  in  the  statement  of  receipts  and  payments  as  affecting  the  disburse- 
ment. Placing  the  balance  of  ^,000.00,  on  hand  at  the  beginning  of  the 
year,  in  its  proper  place,  one  finds  that  the  balance  at  the  dose  of  the  year 
is  $8,703.00. 

Net  Income  Not  the  Same  as  the  Cash  Balaaee.  It  should  be  noted  that 
while  the  net  income  for  the  year  was  $5,803.00,  there  was  only  $4,703.00 
more  cash  at  the  close  than  at  the  beginning  of  the  year.  Thus,  it  is  seen 
that  cash  increase  is  not  synonymous  with  profits ;  neither  is  cash  decrease 
the  same  as  losses. 

From  the  working  sheet  and  its  explanation,  it  is  now  a  eomparativdy 
easy  matter  to  prepare  the  two  statements  called  for.  The  cash  statement 
is  set  up  from  the  cash  columns  of  the  working  sheet  and  the  income  and 
expense  statement  is  set  up  from  the  expense  and  income  columns.  If  a 
columnar  cash  book  is  used,  the  cash  statement  can  be  prepared  from  the 
cash  book  without  a  working  sheet.    (See  Figure  6.) 

Comments  on  the  Solution.  This  problem,  besides  illustrating  some  of 
the  distinguishing  characteristics  of  club  accounts,  shows  clearly  the  dif- 
ferences between  cash  receipts  and  income,  and  cash  disbursements  and 


The  income  of  the  West  Shore  Country  Club  is  $6,318.00,  while  the  cash 
received  amounts  to  $7,218.00.  Evidently,  the  excess  $900.00  in  the  cash 
received  is  not  income  for  the  period.  This  $900.00  may  have  been  received 
either  for  back  dues  or  for  dues  paid  in  advance.  Income  represents  the 
earnings  of  the  period,  while  cash  receipts  include  all  actual  cash  received. 
The  income  should  also  include  all  accrued  earnings,  such  as  accrued 
interest,  uncollected  commission,  etc.,  as  in  the  profit  and  loss  statement  of 
a  trading  concern.  The  West  Shore  Country  Club  did  not  have  any  such 
items.  In  the  statement  of  income  and  expense  of  the  Jones  &  Williams 
firm,  shown  on  page  7  you  have  an  item  of  accrued  interest,  which  is  added 
to  the  interest  actually  received. 

A  difference  is  also  seen  between  expenses  and  cash  disbursements. 
The  expenses  of  the  West  Shore  Country  Club,  as  shown  on  the  statement, 
are  $515.00,  while  the  cash  disbursements  amount  to  $2,515.00.  The  cash 
paid  out,  that  cannot  be  considered  as  expense,  is  composed  of  $500.00  for 
ubrary  equipment,  and  $1,500.00  paid  to  creditors.  Both  payments  reduce 
the  Accounts  Payable.  The  first  item  is  for  the  purchase  of  a  new  asset, 
while  the  second  reduces  a  hability.  Neither  of  these  transactions  gives 
rise  to  any  expense,  but  they  do  affect  the  Cash  Account. 

Expenses  must  also  include  items  that  have  not  yet  been  paid,  such  as 
accrued  interest  payable,  accrued  wages,  etc  The  West  Shore  Country 
Club,  however,  did  not  have  any  such  accruals. 
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There  Is  thus  a  erreat  difference  between  the  expenses  of  a  business  and 
the  cash  disbursements.  They  should  therefore  never  be  confused.  Such 
distinction  is  very  essential  in  trading  as  well  as  nontrading  concerns,  and 
in  profit  as  well  as  nonprofit  enterprises. 

MAIN  POINTS  IN  THIS  ASSIGNMENT 

In  this  assignment  you  have  not  learned  merely  a  set  of  rules  that  must 
be  followed  in  keeping  the  books  of  nontrading  concerns.  You  have  bmime 
familiar  with  certain  principles  that  are  applied  especially  to  nontrading 
concerns.  The  most  important  of  these  points  are  summaj*ized  here  so  that 
you  will  be  able  to  fix  them  in  mind  and  apply  them  to  your  problem  work. 

First:    The  distinction  between  nontrading  concerns  and  other  bnsi- 


1.  Commercial  nontrading  concerns  sell  service. 

2.  Other  businesses  both  as  merchandising  and  manufacturing  buy 
and  sell  commodities. 

Second:    Classification  of  nontrading  concerns. 

1.  Those  that  are  conducted  for  profit. 

2.  Those  that  are  not  conducted  for  profit. 

Third:  Essential  Accounting  Features  of  nontrading  concerns  for  profit. 

1.  Other  accounts  used  in  place  of  Sales  Account. 

2.  Special  accounting  records  used  by  professional  firms. 

3.  Classification  of  accounts  used  by  professional  firms. 
Fourth :  Accounting  for  nontrading  concerns  not  operating  for  profit. 

1.  Special  registers  for  members  in  club. 

2.  Special  revenue  accounts  for  cafe,  restaurant,  billiard  room,  etc. 
.  3.  Classification  of  accounts  for  a  club. 

Fifth:  Preparation  of  statements. 

1.  Cash  receipts  distinguished  from  income. 

2.  Cash  disbursements  distinguished  from  expense. 
8.  Cash  balance  distinguished  from  net  income. 

Thruout  the  assignment  you  have  also  seen  how  the  trial  balance  can  be 
developed  by  taking  the  trial  balance  of  a  previous  date  and  giving  effect  to 
all  the  transactions  during  the  period.  This  is  a  method  often  used  by  an 
accountant  under  certain  conditions,  especially  when  the  records  are  incom- 
plete in  some  particular. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  27 
Prepare  and  send  in  solutions  for  all  of  the  following  problems: 

1.  Give  the  name  of  the  account  or  accounts  in  each  of  the  ItSktwing 
enterprises  that  correspond  to  the  Sales  Account  of  a  trading  concon: 
hotd  (rooms  only),  architect,  real  estate,  physician.  Salvation  Anny,  gas 
company,  railroad  company,  titeater. 

2.  Show  in  journal  form  the  entries  necessary  to  record  the  foUowios 
transactions  of  a  club: 

(&)  Anrnutl  does  lened. 

(b)  1.  Light  biU  handled  thru  bccoudU  ptyMe. 
2.  Payment  at  light  bill  Udor. 

(c)  Additional  bookcase  purchased  for  cash. 

(d)  CoUecUons  made  from  members  on  account  of  does. 

(e)  Cancellation  of  last  year's  dues  as  uncollectible. 

(f)  Adjustment  for  depreciation  of  furniture  at  end  of  period. 

8.  From  the  data  appearing  on  the  books  of  the  Roosevelt  Club  on 
December  SI,  1922,  pr^tare  the  foQowing: 

(a)  A  trial  balance  as  of  December  31,  1922. 

(b)  A  summary  of  rec^pts  and  disbnrsonents  for  the  year  ended  December  81, 
1922.  Distinguish  carefully  between  cash  didrarsements  and  expenses  handled 
thru  Accounts  Payable.  Expenditures  amountiiig  to  %7JtMjn  wwe  credited  to 
the  Accounts  Payable  acconnt,  as  follows:  entertainment,  fl,SW.OO;  general 
expense,  f92£.0O;  taxes,  (75.00;  books  for  the  library,  |5O0.O0;  new  furniture. 
S8,600.00;  postage  and  stationery,  (280.00;  perioeUcals,  (400.00:  telephone, 
(lOOJW. 

(c)  A  statement  of  income  and  expenses  for  &ie  year  ended  December  31,  1922. 

(d)  A  balance  sheet  as  of  Decendver  81,  1922. 


HOBKIIG  TRlil  BAUICE  OF  tHK  ROOSITBLt  CLUB                                       | 

Pdit-CloaiBg  Trill  Bal- 
loci.  DscMAtrBl.  IB31 

Tnoaactiona  during 
1033 

Ciah 

I)oeiK«c*inbl*.   .   .   . 

DIBIT           CaiDIT 

MS, 400. 00 

1,000.00 

DIBIT 
tlO.flSO.OO 
10,000.00 

SOO.OO 
1,300.00 
935.00 
T8.00 
380.00 

8.000.00 
400.00 

8,800.00 
100.00 

30.00 
8. BOD. 00 

GKion 

114,830.00 
10,500.00 
10,000.00 

30.00 

10.00 
330.00 

7.340.00 

1,400.00 

BDUruioaiDt 

GBseral  lipaoaas  .   .   . 

TiMa 

FoiUga  and  Sutionaiy 
Clubbouea 

8,000.00 

4  BOO  00 

Talaphone 

AdTartiaiDt 

S3S, 100.00    118.300.00 

S43.T10.00 

HS.TID.OO 
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4.  A  lodge  had  a  membership  of  600  beneficial  and  120  social  members 
at  the  becfimuns  of  the  year  1922.  Its  records  showed  that  75  beneficial 
and  16  sodal  members  were  taken  in  during  the  year  as  follows : 

26  beneficial  and  10  social,  April  1. 
20  beneficial  and  5  social,  July  1. 
30  beneficial,  October  1. 

The  annual  dues  are  payable  quarterly,  in  advance,  at  the  following 
rates:  Beneficial,  $9.00  per  year;  Social,  $5.00  p^  year. 

Three  of  the  beneficial  members  died  daring  the  year,  one  on  Jime  10, 
one  on  November  10  and  one  on  November  18.  The  lodge  contributed  $150 
burial  expense  and  a  floral  wreath  at  a  cost  of  $10  in  each  case. 

The  general  report  for  1922  showed  that  5  beneficial  and  8  social  mem- 
bers were  dropped  at  the  close  of  the  year  for  failure  to  pay  dues.  The 
rules  provide  that  members  are  dropped  if  no  dues  have  been  paid  for  a 
year.  Dues  were  owing  at  the  begiiming  of  1922  tiom  10  social  members 
since  October  1, 1922,  and  at  the  end  of  1922  there  were  29  beneficial  and  7 
social  members  who  had  not  paid  their  dues  for  the  last  quarter. 

During  the  year  two  entertainments  were  given,  the  first  was  for  the 
benefit  of  the  Old  Folks  Home  and  $382.00  was  received.  Expenses  were 
paid  amounting  to  $95.00  and  the  balance  was  sent  to  the  Home.  The  pro- 
ceeds from  the  second  entertainment  were  $514.40,  expenses  of  $117.60 
have  not  been  paid,  but  the  balance  was  given  to  the  Childrens  Home.  The 
lodge  also  donated  $60.00  to  the  Red  Cross  during  1922. 

A  per  capita  tax  of  $0.60  per  member  was  paid  to  the  Grand  Lodge  at 
the  end  ot  1922,  based  on  the  revised  membership  at  that  date.  The  lodge 
owns  the  building  in  which  the  hall  is  located.  Part  of  this  building  was 
leased  in  1921  to  a  storekeeper  who  has  paid  a  rental  of  $150.00  per  month 
in  advance.  During  the  year  there  was  a  fire  in  the  store  which  necessi- 
tated the  expenditure  of  $250.00,  but  this  was  collected  from  the  insurance 


Cash  on  hand  at  the  beginning  of  the  year  was  $2,000.00  and  stationery 
bills  for  $36.70  from  1921  were  paid  in  January,  1922.  Lodge  expenses 
paid  during  the  year  amounted  to  $460.00. 

From  the  facts  given,  make  up  a  statement  of  receipts  and  disburse- 
ments, showing  cash  on  hand  at  December  31, 1922.  The  best  plan  of  solu- 
tion is  to  study  the  facts  separately  and  then  summarize  the  results  on  a 
cash  statement. 
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'T'HERE  exists  a  real  dearth  ol  properly  trained 
X  Public  Accountants.  For  men  who  are  fully 
equipped  and  who  have  vision  and  are  inspired  with 
a  real  appreciation  of  the  scope  of  the  Accounting 
profession,  the  opportunities  are  unlimited,  both  for 
service  and  for  receiving  equivalent  compensation. 

W.  D.  WHITCOMB 

Whi(fieU.  Whiicomb  &  Co..  Portland.  Oregon 


LaSalle  Extension  University 
Chicago 

Digitized  by  ^OOQlC 


\ 


_   ASSIGNMENTS  IN 

-_  ELEMENTS  OF  ACCOUNTlNCPBACrnCE 

The  foUowins  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regulariy  about 
once  a  month  in  tots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  General  Ledger 

4.  Ctosing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  The  Cash  Journal 

8.  Merchandise  Records — ^The  Purchase  and  Sales  Journals 

9.  Snbdivisitm  of  the  I^edger 

10.  Cohmuuzation 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissolution  Problems — Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21.  Corporation  Accounting — Reorganizations — ^Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — ^Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

27j  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  of  Financial  Statements — General  Review 
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AGENCIES 

BRANCHES  AND  CONSIGNMENTS 

Conunerdal  eiiterpris«  may  be  local  or  nation  wide  in  scope.  Such 
organizations  vary  from  the  simplie  form  of  the  local  retail  store  to  the 
complexity  of  the  modem  ^ant  conmration  which  buys,  produces,  and 
sells  in  every  part  of  the  country;  !noeed,  !n  every  quarter  ot  the  globe. 

These  complexities  of  organization  mean,  of  course,  elaborated  account- 
ing systems.  This  must  of  necessity  be  so  if  the  activities  of  distant 
agents,  branch  managers,  and  operating  centers  are  to  be  adequately  con- 
trolled and  their  operations  reflected  correctly  on  the  general  ledger  at  the 
home  office. 

To  a  surprising  extent  the  business  of  the  world  is  conducted  thru 
agencies  or  branch  houses.  As  proof  of  this  it  is  only  necessary  to  think 
of  the  large  insurance  companies  with  branches  in  every  important  city ; 
the  extensive  chain-store  organizations  with  their  lociu  stores  in  every 
ndghborhood  or  the  great  transcontinental  raibroads  with  stations  from 
coast  to  coast 

It  is  important  then  that  the  accountant  understand  the  methods  of 
accounting  for  branches  as  well  as  other  ag^udes,  such  as  commission 
merchants  and  merohandise  brokers. 

BRANCH  HOUSE  ACCOUNTING 

The  details  of  a  branch  accounting  system  are  of  course  dictated  by 
the  home  office.  It  may  consist  of  the  simplest  kind  of  a  daily  or  monthly 
report  of  operations,  or  it  may  be  as  independent  and  complete  a  set  ot 
records  as  is  found  in  any  business  enterprise.  The  degree  to  which  the 
branch  system  is  indepoident  in  detaU  from  home  office  records  wUl 
d^iend  upon  the  nature  of  the  business,  the  distance  from  the  Hcnne 
(^ce,  and  certain  special  features,  such  as  foreign  exchange  and  legal 
requirements  placed  on  the  enterprise. 

Accountfaig  Procedure  for  Branches.  Broadly  speaking,  one  of  two 
methods  is  usually  to  be  found  in  branch  house  accounting,  as  follows: 


2.  Ttie  branch  'will  report  its  c 
tncorponted  in  Ita  accounts, 
fnmuli  data  for  aoch  raprata. 

The  first  method  is  not  very  extensively  used,  because  it  requires  an 
unnecessary  duplication  of  work.  Some  of  the  larger  concerns,  therefore, 
have  their  branches  keep  loose-leaf  records  and  send  them  to  the  head 
office  periodically  for  posting. 

Coprriafat.  \921 
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The  second  method  is  more  commonly  used,  because  the  accounting 
detail  is  less  burdensome.  The  control  obtained  thru  the  periodic  reports 
is  supplemented  by  traveling  auditors,  who  check  up  on  the  branch  mde- 
pendent^.  This,  together  with  the  custom  often  followed  of  permittinflr 
the  branch  manager  to  share  in  the  i»*oftts  of  his  branch,  usually  gives 
satisfactory  results  both  as  to  accounting  and  general  supervision. 

The  Tie-up  between  Branch  and  Head  Office  Books.  The  head  {^Oce, 
under  this  method,  will  usually  cany  a  Branch  Office  Account  and  the 
branch  office  a  Head  Office  Account.  These  accounts  are  the  counterparts 
of  each  other.  Cash  furnished  the  branch  is  charged  to  the  Branch  Office 
Account  on  the  books  of  the  head  office  and  is  credited  to  the  Head  Office 
Account  on  the  books  of  the  branch.  Similar  entries  are  made  for  mer- 
chandise sent  to  the  branch,  or  for  branch  expenditures  paid  by  the  head 
office. 

Remittances  made  by  the  branch  from  time  to  time  are  charged  to  the 
branch  Head  Office  Account  and  are  taken  up  as  a  credit  to  the  Branch 
Office  Account  on  the  books  of  the  head  office.  Likewise,  when  the 
branch  operations  are  reported  to  the  head  office,  the  Head  Office  Profits 
Account  will  be  credited  with  any  profit  or  charged  with  any  loss.  The 
head  office  on  the  other  hand  wUl  charge  the  branch  office  with  profits 
and  credit  it  with  losses. 

The  chief  problem  in  branih  house  accounting,  therefore,  is  to  keep 
the  Branch  and  Head  Office  Accounts  periodically  reconciled.  They  may 
disagree  at  times  because  of  items  recorded  in  one  set  of  accounts  but  not 
yet  taken  up  in  the  other.  For  instance,  merchandise  or  cash  may  be  in 
transit,  properly  charged  or  credited  in  one  account,  but  not  yet  received 
for  enh?  in  the  other.  These  differences  must  always  be  taken  into  con- 
sideration in  bringing  about  a  complete  reconciliation. 

HOW  GOODS  ARE  CHARGED  TO  THE  BRANCH 

There  are  two  plans  in  common  use  by  which  the  head  office  charges 
the  branch  for  the  goods  shipped  to  it. 

1.  Goods  Charged  at  Cost  Price.  This  method  is  used  when  the  stock 
is  perishable,  when  prices  vary  according  to  quantities,  or  when  they 
fluctuate  rapidly  with  market  conditions.  It  is  also  most  desirable  when 
the  stock  is  of  such  a  nature  that  it  can  only  be  properly  checked  thru  a 
physical  inventory,  such  as  groceries,  drugs,  novdties,  etc 

2.  Goods  Charged  at  Selling  Price.  It  frequently  happens  that  the 
proprietor  at  the  head  office  does  not  care  to  have  the  branch  manager 
know  how  much  profit  his  branch  is  earning.  Accordingly,  all  goods  that 
are  sent  to  the  branch  are  billed  at  the  s^ing  price  ratiner  than  at  cost. 

This  method  of  charging  the  branch  is  most  applicable  when  the  sell- 
ing price  remains  more  or  less  fixed.  It  makes  the  operation  of  a  per- 
petual inventory,  in  such  cases,  especially  valuable  as  a  cheek  on  merchan- 
dise. 
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Under  either  method  the  main  accounting  problem  is  to  reconcile  the 
head  office  books  with  the  records  of  the  branch.  Both  methods  will 
now  be  illustrated  with  simple  problems. 

PROBLEM 
Accounting  Procedure  When  Goods  Are  Billed  at  Cost.  The  Smith  Uer^ 
cantile  Ck)mpany,  of  New  York,  establishes  three  branches— in  Toledo,  Chi- 
cago, and  Denver.  Each  branch  is  required  to  keep  complete  records  and 
submit  monthly  reports.  The  transactions  of  the  Toledo  branch  are  as 
follows: 

Racaired  froa  beid  office  JiDuirr  T,  1932: 

CKDh S  8,000.00 

HsrchKDdiBt  (it  cost  prict) 35,000.00 

JiamiT  trtnaactioDs: 

Siles  on  AecDUDt  35,000.00 

StlsB  for  Cast! 15,000.00 

CdllactioDB  fron  Cuatonara  17,000.00 

Praight  and  hpanata  Pail 6,300.00 

Honthlir  Salat7  of  Branch  Kinigar  Paid 300.00 

On  January  31,  the  branch  manager  makes  his  report  to  the  head 
office,  in  which  he  states  that  $9,000.00  worth  of  merchandise  is  still  on 
hand.    With  his  report  he  sends  a  check  for  $25,000.00. 

Using  this  data  we  set  up  the  solution  of  the  problem: 

I.  For  the  Branch  Books. 
n.  For  the  Head  Office  Books. 

I — Entries  on  the  Books  of  the  Branch.  In  presenting  the  books  of  the 
branch  we  show  the  following: 

(a)  Journal  entries  for  branch  transactiona  during  Januarr- 

(b)  Ledger  accounts  after  the  joomal  entrieB  have  been  posted, 
(e)   Closing  entries. 

(d)  Head  OfBce  Account. 

Li  recording  the  branch  transactions  we  have  entered  them  all  in  the 
journal.  Cash  transactions  would  of  course  be  entered  in  the  cash  book. 
Journal  entries  are  used  here  because  they  bring  out  clearly  the  debits  and 
credits. 

(a)    Journal  Entries  for  January  Transactions. 

IH3 

Jin.  7    Caah >  9,000.00 

EmI  Office I  9,000.00 

For  ctab  recaived 
froB  bead  office 

Herchindisa   S3S,000.00 

Head  OffiCB 136,000.00 

For  goods  raceiTed 
froB  head  office 

Jao.  7-31    CnatDiaara S3S,000.00 

Sales SSS.OOO.OO 

For  Sales  on  Account 
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CMh tll.OOO.OO 

8*l«i 119,000.00 

Far  c*th  (ties 

lipaniaa I  8,300.00 

CMb t  6,300.00 

For  »tpan*«i  tt  brinch 

(;»«li 117,000.00 

Cnitwan IIT.OOO.OO 

F«r  colliGtioDi  fna  cuitnara 

1931 

Jin.  SI  liF«M« t      300.00 

Ciah t      SOO.OO 

For  ■aathljr  ••U17  of  branch 
MMEttr 

H«*d  Offica   |3S,000.00 

Cish US.OOO.OO 

For  raailUnce  to  b«td  affica 

(b)    Ledger  Accounts  of  the  Branch. 

After  the  journal  entries  have  been  posted,  the  ledger  accounts  on 
the  books  of  the  branch  will  appear  as  follows.  It  is  understood  of  course 
that  such  accounts  as  Customers',  Sales,  Expense,  and  Cash  would  con- 
tain detail  items.  Merely  balances  are  given  here  because  they  ar«  suffi- 
cient to  illustrate  the  purpose  of  the  accounts. 

GASH 

i>3a  I     i^B 

Jan.     T  FrOB  bnd  offica ^i^e, 000.00  I  Jan.  31  lipooioa •  8,300.00 

7-81  Ctab  ailai I|1S,000.00  I  Ktuior'a  HU17  ....  SOO.OO 

T-Sl  Collactioni  froa  cuitOHrall7,OO0.DO  |  Ciib  aant  U  haad  offlc*    36,000.00 

HUD  OFFICE 
1933  I      1951 

J«n.  31  Caab  aant  to  batd  offica.  136,000.00  I  Jin.  7    Ciab  racalvad t  8.000.00 

I  Gooda  rocalTod  36,000.00 


D.OO  I 


~H53 1 — nn 

Jan.  31  Silai  on  account 136,000.00  I  Jan.  T-31  ColUction  froa 

I  cuitoMra 117,000.00 

HEACEUDISI 

-1555 

Jan.  7  FroB  batd  offict t36, 000.0 

IIPII3E 

1933  I 

Jan.  7-31  Iipcaiei •  6,300.00  I 

Uinagar'a  Bilai?.  .  .  .    300.00  | 

3ALI3 

IM3 

Jan.  7-31  On  acconnt 136,000.00 

For  caak  16,000.00 

As-lgnm«.t  88.  Pi^  4  ^,^,,,^^^  by  GoOgle 


(c)  Closing  Entries  on  Books  of  Branch. 

On  January  81  the  branch  manager  will  make  the  following  closing 
entries: 


lo  ast  up  cnrnnl  invsolorr 


To  el  oil  Ue  BzptDM  Iccanat 


To  cloat  tk«  8il«B  Accoant 


After  these  closing  entries  have  been  posted,  the  nominal  accounts 
will  appear  thus: 

IIFUSB 


I«3 
Jtn.  7-31  Btpsnies   . 
KtoigBr'i 


Jtn.  31  Cloiel  to  Prortt  ind  Loa»  ■  6,500.00 


liSi  " 

Jtn.  T-31  On  account 

For  Caab  . 


Ju.  81  Cloiad  to  Profit  and  Loae.H0,DO0.0O 


Fab.  7  Stock  o 


1933 
Jan.  31  ClDHd  to  Fnfit 

and  Una tSS.OOO.OO 


PBDPH  UD  LOSS 


i»a3 

Jan.  31  Stock  raceivad 

■36,000.00 
«,SOO.0O 

7,100.00 

1S23 
Jin.  31  Salta. 
Stock  0 

n  band!   '. 

.   .    .  HO.OOO.OO 

Balanca  earrlad  to  Haad 
Offica  Accotuit.   .   .   . 

M9,000.00 

■43,000.00 
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~I5H 

Jin.  81  Caih  atnt  to  Batd  Offic*.  139,000.00 
BiUdcb  cirrisd  forrtrd  .     33,500.00 


HEAD  OFFICE  ACCOUIT 


■48,500.00 


1933 

Jan.     T  Cagh  raeairad t  6,000.00 

Shipunt  raceivad.   .   .   .    85,000.00 
T-81  Balaoca  of  Profit  and 

Loaa  Accoant    T.SOO.DO 

•   ■  Hi, 500. 00 

Fab.  1  BaltncB  dua  head  office.  133,900.00 

(d)  Head  Office  Account  a  Tjability  of  Branch.  Observe  the  debits 
and  credits  that  have  been  made  to  this  acpoimt.  It  has  been  credited  with 
the  cash  9nd  goods  received  from  the  head  office.  It  has  been  debited 
with  cash  sent  to  the  head  office. 

At  the  end  of  the  month  it  is  credited  with  the  net  profit  of  the  branch. 
That  is,  the  branch  Profit  and  Loss  Acc6iQit  Is  d<»ed  into  the  Head  Office 
Account,  The  credit  balance  represents  the  amount  that  the  branch  owes 
the  head  office.    This  balance  ia  an  actual  liability  of  the  Toledo  branch. 

The  account  also  shows  the  net  wcHth  of  the  branch,  which  in  this 
case  is  $23,500.00.  The  account  is  the  tie-up  between  the  branch  and  the 
head  office,  as  will  be  explained  later. 

11 — Entries  on  the  Books  of  the  Head  Office.  Thus  far  we  have  con- 
sidered only  the  books  of  the  branch.  It  is  equally  important  that  you 
are  familiar  with  the  entries  on  the  books  of  the  head  office.  Separate 
accounts  will  be  kept  for  each  branch.  These  accounts  should  be  distinct 
from  the  accounts  in  which  the  other  transactions  of  the  business  are 
recorded. 

The  head  office  oitries  may  be  grouped  as  follows: 
(a)  Gooda  shipped 
<b>  CaBh  advanced 

(c)  Gooda  puichased 

(d)  ExpeiueB  paid 

The  entry  made  when  the  Smith  Mercantile  Company  sent  cash  and 
goods  to  the  Toledo  Branch  was  as  follows: 

1B3I     ■ 

Jan.     1  Mfl4o  Branch Ml, 000. 00 

Caah •  e.OOO.OO 

Karcbandiaa 3S, 000.00 


The  entries  on  January  31,  when  the  head  office  received  a  cash  remit- 
tance and  the  monthly  report  from  the  branch  manager,  were  as  follows: 

1033 

Jan.  31  Ctab US, 000. 00 

lolado  branch US.OOO.OO 

For  caah  racaivad  rrom 
lolado  branch 

lolado  hrancb   f  7,500.00 

Profit  and  loaa I  7.600.00 

To  racord  profit  raaliied  on 
tba  Toledo  branch 
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After  these  entries  are  posted,  the  head  office  accounts,  affected  by 
the  entries,  will  appear  thus: 


1»33 

Jin.     1  Sblpaenti  to  brioch  . 

C«ah  idTiDcal  .... 

SI  Profit  for  JiMirj.   . 

.  ISS.OOO.OO 

.      6,000.00 

7,500.00 

HB.fiOO.OD 

.  133,500-00 

1033 

Jtn.  SI  C««h  TMitted.   .   . 
Btlinoa 

.   .   .  135,000.00 
.   .   .    IS.SOO.OO 

Ua.EOO.DO 

Feb.     1  Btltnci  

pBjJ 

.  135,000.00   I  Jan.     1  Toledo  AdTincai. 


n 

0.00  I  J 
MUtCHAHDISI 


llbi 


I  JiD.  1  Tolado  SbipasntB 
PBOFIT  AND  LOSS 


The  last  three  accounts  would  also  contain  other  debit  and  credit  items, 
due  to  general  transactions  and  operations  in  the  other  branches.  They 
are  shown  here  for  the  purpose  of  illustrating  the  complete  record  of 
branch  entries. 

Purpose  of  the  Branch  Account.  You  will  observe  that  the  Branch 
Account  is  debited  with  goods  shipped  and  cash  advanced  to  the  branch. 
These  debits  represent  the  original  investment  of  the  head  office  in  the 
branch.  Othei-  shipments  and  advances  would  be  likevrise  charged,  as  the 
investment  is  thereby  increased. 

Whenever  the  branch  makes  a  remittance  of  cash  to  the  head  office  the 
Branch  Account  is  credited,  as  shown  in  the  illustration.  At  the  end 
of  each  period  the  profit  realized  from  the  branch  operations  is  charged 
to  the  Branch  Account,  because  the  profit  increases  the  investment  made 
in  the  branch.  In  this  case  the  debit  balance  of  $23,500.00  represents  the 
net  investment  which  the  head  office  had  made,  plus  the  net  profit  as 
shown  by  the  following  analysis: 

OKIGIUl  AID  PUSERT  IHVISTMEIIT  IH  BSAHCH 

Ciih  AdTincvd  t  8,000.00 

Stock  Sblppad  36,000.00 

Total 141,000.00 

Lot!  Ctah  roturned 35,000.00 

Hat  InTsitaenl tlfl.OOO.OO 

Add  Profit  for  pariod  7,(00.00 

Praatat  Invaataant  in  brincb •3S,B00,00 

This  investment  appears  in  the  Branch  Account  as  a  debit  balance, 
representing  the  amount  for  which  the  branch  manager  must  account. 
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On  the  books  of  the  branch  the  amount  consists  of  actual  assets,  which 
may  be  summarized  thus: 

A3SET3  OF  BBAHCB: 

Cish I  6,500.00 

ateck 9,000.00 

iccounti  rtctiTible  8,000.00 

t33.S0O.0O 

TIE-UP  WITH  HEAD  OFFICE  BOOKS 

The  hability,  or  accountability,  of  the  branch  to  the  head  office  for  these 
assets  is  shown  by  a  credit  baJance  in  the  Head  Office  Account  on  the 
books  of  the  branch.  The  asset,  or  investment,  of  the  head  office  in  the 
branch  is  shown  by  a  debit  balance  in  the  Branch  Account  on  the  books  of 
the  head  office. 

You  can  see,  therefore,  that  the  accounts  of  the  branch  and  the  ac- 
counts of  the  head  c^ce  are  completely  reconciled. 

This  reconciliation  feature  is  illustrated  by  the  chart  shown  in  Figure  1. 

Accounts  of  Head  Office 


Accounta  of  Toledo  Branch 

Assets 
Cash 

Liabilities   and 
Cfq)ital 

Head  once 

$6,600.00   1 

Accounts  Rec. 
$8,000.00    1 

Stock 

1     $23,500.00 

19,000.00   1 

Assets                 Liabiimea  and 
Capital 

Toledo  Branch 

J23.500.00         1               IVoprietorship 

Investment     fl$,000.00 
Profit                 7,500.00 

Rbcomciuatiom  w  Baaucb.  Accounts  With  Books  or  Hbad  Orno 


ix>ledo  bnmdi.     The  proprietoiship  claim  of  the  head  office  would  of  course  be 
merely  a  part  of  the  Capital  and  Surplus  Accounts. 

Balance  Sheet  of  Head  Office.  When  the  balance  sheet  of  the  head 
office  is  prepared,  the  Toledo  Branch  Account  might  be  listed  on  the  asset 
side  along  with  the  Branch  Accounts  for  the  other  two  branches.  It  is 
much  better,  however,  to  distribute  the  branch  assets  among  the  various 
classes  of  assets  on  the  balance  sheet  in  order  that  the  group  totals  will 
be  correct. 

With  the  assets  properly  grouped  and  classified,  the  relation  between 
current  assets,  fixed  assets,  current  liabilities,  and  fixed  liabilities  will 
be  accurately  shown.     Anyone  using  the  statement  will  then  be  able 
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to  pass  more  accurately  on  the  financial  and  credit  atrengrth  of  s  concern. 
Unless  care  is  taken  in  this  particular,  false  concluaiona  may  often  be 
deduced. 

PROBLEM 

Illustrating  the  Procedure  When  Goods  Are  Billed  at  SeUing  Price.    A 

large  automobile  accessory  concern  has  headquarters  and  a  general  sales 
department  in  Chicago.  It  controls  ten  operating  branches  in  various 
parts  of  the  United  States.  All  purchases  for  the  branches  are  made  by 
the  head  office,  and  goods  are  billed  to  the  branches  at  50  per  cent  above 
cost  as  an  average  selling  price. 

On  May  1,  1922,  the  Detroit  branch  had  $3,900.00  worth  of  merchan- 
dise on  hand  at  the  billed  value.  It  also  had  cash  on  hand  of  $500.00,  and 
a  total  of  customers'  accounts  amounting  to  $4,800.00. 

On  May  9,  the  branch  received  additional  merchandise,  shipped  on  Hay 
2,  billed  at  $51,000.00.    During  the  month  the  following  sales  were  made: 
On  account — $46>300.00.     For  cash — $  3,000.00. 

It  collected  $30,000.00  from  customers  during  the  month  and  paid 
expenses  amounting  to  $2,800.00.  On  May  81  the  branch  manager  reported 
that  he  still  had  on  hand  $6,600.00  worth  of  goods.  He  also  sent  to  the 
head  office  a  check  for  $30,000.00. 

Using  this  data,  we  set  up  the  solution  of  the  problem : 
I — For  the  Branch  Books 
11— For  the  Head  Office  Books 

I — ^Book  of  the  Branch  Office.  The  following  accounts  will  be  used  by 
the  branch  to  record  the  May  transactions. 

Head  Office  Stock.    (Memorandum) 

Purchases  from  Head  Office.  (Memorandum) 

Head  Office  General 

Cash 

Customers 

Expenses 

Sales 

The  first  two  accounts  are  merely  memorandum  accounts,  and  have  no 
financial  significance.  When  goods  are  received,  the  Head  Office  Stock 
Account  is  debited  and  the  Purchases  from  Head  Ofl!ice  Account  is  credited 
with  the  billed  value  of  the  goods.  The  debit  balance  of  the  first  is  always 
offset  by  the  credit  balance  of  the  second. 

All  the  other  accounts  on  the  books  of  the  branch  represent  actual 
values.  The  Head  Office  General  Account  is  a  liability  account  and  shows 
what  the  branch  owes  the  head  office.  Its  credit  balance  should  always 
agree  with  the  debit  balance  in  the  Branch  General  Account  on  the  books 
of  the  head  office. 
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Le^w  Accomita  of  the  Bnuich  With  Transactions  Entered.   After  the 
May  transactions  have  been  entered,  the  branch  accounts  will  appear  thus: 

LEDGER  ACCOUNTS  FOR  DETROIT  BRANCH 

HUD  OFFICE  8T0CE 


igaa 

H*r    1  stock  on  hind 

a  ShtpaenU  tromhttiotlU 

.  I  3,fl00.00 
.     91,000.00 

•M. 900. 00 

.  t  8,000.00 

11)33 

Hky  31  Stock 
BiUof 

n  kind  ...   . 
(Qoods  gold) 

.  1  e.eoo.oo 

.    40,300.00 

Jun«  1  Stock  on  kind 

191, BOO. 00 

FDItCIlSIS  ntOH  HUD  OFTICS 


Hir  31  Stock 
BiUnc 

n  Hand ,   ...   . 
(Good!  oold)   . 

.  1  e.eoo.oo 

.    48. 800. 00 

ift33 

Htr    1  Stock  00  bond  .   .   . 

e  ShipMnto 

Juno  1  Stock  on  kind   .   .   . 

.    .    .  •  3, BOO. 00 
,    .    .     91,000.00 

194,900.00 

SM, 900.00 

...  1  e.eoo.oo 

BUD  OFFICI  GUKRiL 


1S33 

Hijr  31  Ciib  to  held  offico 

BipoDiei  

Bdmca 


Ma;  1  Duo  bood  offico 
31  Stlto  


Judo  1  Btlmct  duo  hotd  offico 


CASH 

l«i3 

Bilinco 

Cook  OlllB    .... 

CoHoction*.   .   .   . 
Balinco 

....  1      900.00 
.   .   .   .      3,000.00 
.   .   .   .    30,000.00 

133,900.00 

m2 

Htr  31  RoBittinco.   .   .   . 

lipODiOS 

Bolaoco 

.   .   .   .  180,000.00 
.   .   .   .      3,800.00 

•33,600.00 

Jun* 

....  1      700.00 

1S33 

Duo  froa  coatoiora  .   . 
Salaa  on  Account  .   .   . 

Duo  froi  cuatoaora   .   . 

.    .  1  4,900.00 
.    .     4S,B0O.O0 

Kir 

Colloctiona   .   .   . 
Btlittca  

.   .   .  tSO ,000.00 
.    .    .     30,100.00 

•90,100.00 

•60,100.00 

JUM 

.   .  130,100.00 

T5J3 

Nir  31  Eiponaao  paid. 


TK3 

Naj  31  Saloa  on  Account. 

Caah  atlaa.  .  .  . 
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Since  the  goods  are  billed  to  the  branch  at  an  average  sales  price,  no 
attempt  is  niade  to  determine  the  profit  on  the  books  of  the  branch.  There 
is  no  Profit  and  Loss  Account  used,  therefore,  in  closing  the  branch 
accounts. 

The  amount  for  which  the  branch  must  finally  account  to  the  head 
office  is  found  in  the  two  accounts : 
Head  Office  General 
Head  Office  Stock 

How  To  Prepare  A  Branch  Report.  Business  houses  selling  thru 
branches  require  that  the  managers  of  the  branches  send  in  periodical 
reports.  In  most  cases  these  reports  are  required  monthly,  in  some  busi- 
nesses weekly  or  daily. 

When  a  business  has  rapid  turnover  and  requires  a  daily  checking  on 
financial  items,  daily  reports  are  submitted  by  the  branch.  When  details 
of  the  accounting  work  are  handled  by  the  head  office,  daily  or  weekly 
reports  are  made. 

If,  however,  the  c^tral  office  checks  its  branches  by  means  of  con- 
trolling accounts,  perhaps  monthly  reports  are  sufficient. 

In  general  it  may  be  said  that  the  frequency  of  the  branch  reports 
depends  largdy  upon  the  nature  of  the  business,  the  form  of  the  organiza- 
tion, the  accounting  system  at  the  head  office  and  the  branch,  and  in  most 
cases  upon  the  personal  wishes  of  the  management  of  the  business. 

Most  business  concerns  now  furnish  their  branches  with  uniform  blank 
forms  to  be  ffiled  out  by  the  branch  manager.  The  report  generally  con- 
tains information  on  the  following  points: 

Stock 

Sales 

Customers'  Accounts 

Cash 

The  monthly  report  of  the  Detroit  manager  sent  on  May  31,  1922,  is 
illustrated  in  Figure  2. 

n — ^Books  of  the  Head  Office.  The  head  office  will  use  the  following 
accounts  in  recording  the  May  transactions  with  the  Detroit  branch. 

Branch  Stock  (Memorandum) 

Goods  Sent  to  Branch  (Memorandum) 

Branch  General 

Branch  Profit  and  Loss 

Cash 

The  first  two  accounts  are  memorandum  accounts,  and  correspond  to 
the  two  memorandum  accounts  on  the  books  of  the  branch.  When  the 
head  office  sends  goods  to  the  branch,  billed  to  them  at  50  per  cent  over 
cost,  the  Branch  Stock  Account  is  debited  and  the  Goods  Sent  to  Branch 
Account  is  credit^. 


Asal^ment. 


??ffe>H«^le 


BttOM 
DnHOIT  BRAICB  FOB  lUI  ISII 
3I0CK: 

Goadi  on  hind,  Hi;  I 

.   .  1  3,«00.(I0 

SH  ,900.00 

Bvccived  fTM  htid  officB 

ToUl 

.   .    61,000.00 

48,300.00 

Goodi  on  hind,  Uij  31   

1  S,S0O.OO 

SAUS: 

Silas  on  account 

.   .  MS. 300. 00 

■48.300.00 

CUSTOMERS  ACCODITS: 

Biliaca,  Hajr  1 

.   .  •  4,800.00 

150,100.00 

toul 

30,000.00 

MSB: 

Ciih  on  hind,  Hir  1   

.   .  •      BOO. 00 

Cub  ailai 

.   .      3,000.00 

DUharaMaou 

Sanl  to  haid  offlca  

.   .  1  I. BOO. 00 
.   .    30,000.00 

33.300.00 

Ciah  on  hind,  Kiy  81   

■      700.00 

Bunch  Ripobt 


B  the  basis  for  entries 


The  Branch  General  Account  is  debited  with  branch  sales  and  credited 
with  cash  remittances  and  branch  expenses.  The  debit  balance  of  this 
account  represents  the  investment  of  the  head  office  in  the  branch,  except 
the  stock  which  has  been  billed  to  the  branch  at  160  per  cent  of  cost.  The 
stock  value  is  recorded  in  the  Branch  Stock  Account  merely  as  a  memo- 
randum, and  will  be  refen^  to  in  the  adjustments,  which  will  be  explained 
later. 

Ledger  Accounts  on  the  Boola  of  the  Head  Office.    After  the  Hay 

transactions  have  been  entered,  including  the  facts  on  the  May  report,  the 
head  office  accounts  will  appear  thus: 
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LEIDGER  ACCOUNTS  FOR  HEAD  OFFICE 

BSAKCH  STOCK  (MTBOII) 


1  InTentonr I  3, BOO. 00 

I  Sbipatnta SI, 000. 00 


June  1  iDTsntory 

.  .  .  s  e.floo.oo  1 

GOODS  SENT  TO  BRAHCH  (OnitOIT) 

Htjr  SI  Goodi  lold 

Balanca   (InTtnlciry) . 

.    .    .  1*8,300.00 
.    .    .       6,800.00 

Wij     1  Inventorj   .    .    .    . 
a  ShipmenU   .    .    .    . 

Juns  1  Invantory  .   .   .   . 

.   .   .   .  1  3,900.00 
....     51,000.00 

IH,900.00 

■M,  900. 00 

....  1  8,600,00 

DETROIT  BBANGB  CENUUL 


im 

.  I  5,300.00 
.    48,300.00 

1932 

May  31  SBnitianca 

Branch  Etpanst.   .   . 

.   .   .  U0,000.00 

.  .  .    a, 800. 00 

31  Bniicli  Salts 

163,800.00 

•53,800.00 

Jun«  1  Balinc*  due  from  ItriDcli. 

.  S30,B00.O0 

BIUHCH  PROFIT  AND  LOSS 


1923 

1933 

Coit  or  GoodB  aold  at 

branch 33,300.00 

Balance  praf it  froabraocb    13,300.00 

148.300.00 

H8,30O.0O 

.  S30,ooo.oa  I 

HEAD  OFFICE  IHVEIITOSr 


I   IMS 
Uty  31  Cost  of  Good!  Sold  at 
Branch  •33,300.00 


GENERAL  PROFIT  AHD  LOSS 


I  Ha;  31  Braneb  Profit  and  Loaa.   .  113,300-00 

The  last  three  accounts  would  contain  other  entries  from  the  general 
transactions  of  the  business. 

Method  of  Adjusting  the  Head  Office  Accounts.  When  the  head  ofHce 
bills  goods  to  the  branch  at  a  price  other  than  cost  it  is  necessary  to  ad- 
just the  head  office  books  in  order  to  allow  for  the  difference  between  the 
cost  of  goods  sold  and  the  price  at  which  they  were  billed  to  the  branch. 

Trace  the  entries  in  the  accounts  given  above  so  that  you  will  under- 
stand the  debits  and  credits  that  are  made.  It  would  be  well  to  set  up  the 
journal  entries  from  the  accounts  thus : 


Detrail  Brinch  Stock  191,000.00 

Goddi  3»nt  to  Bnnch 151,000.00 

Dstrolt  Bnnch  Gintnl Ht,S00.0O 

SiUb 1*8,300.00 

You  will  find  that  these  jouma]  entries  are  for  the  most  part  self- 
explanatory.  There  is  one,  however,  that  requires  some  explanation, 
namely,  the  adjustment  for  goods  sold  at  the  branch. 

Dttroit  Brinch  Profit  anl  Uiti  133,300.00 

He4d  Offica  IfiTenloir 133,300.00 

This  entry  adjusts  the  amount  of  goods  sold  at  the  branch  to  the  actual 
cost  value.  The  goods  sold  at  the  branch  amounted  to  $48,300.00.  This 
amount  represents  the  billed  price  of  goods  sold,  which  is  150  per  cent  of 
cost.  In  order  to  determine  the  cost,  or  100  per  cent,  we  must  mluce  sales 
by  33  1-3  per  cent,  thus: 

100 

$48,300.00  X =  $32,200.00,  cost  of  goods  sold. 

150 

Since  merchandise  is  recorded  in  the  head  office  books  at  cost,  this 
figure,  $32,200.00,  should  be  credited  to  the  Inventory  Account  and  debited 
to  the  Branch  Profit  and  Loss  Account.  With  the  Branch  Profit  and  Loss 
Account  debited  with  the  actual  cost  of  goods  sold,  and  with  expenses  of 
the  branch,  and  credited  with  the  sales  of  the  branch,  all  that  remains  to 
be  done  is  to  close  the  Branch  Profit  and  Loss  Account  into  the  General 
Profit  and  Loss  Account.  This  is  accomplished  by  the  following  journal 
entry: 

Dolroit  Brinch  Profit  md  loii 113,300.00 

GsDiril  Profit  ind  Loii   113,300.00 

The  same  procedure  would  be  followed  for  all  the  other  branches.  That 
is,  a  separate  Profit  and  Loss  Account  is  set  up  for  each  branch,  ai^  eadi 
of  these  is  closed  into  the  General  Profit  and  Loss  Account  after  adjust- 
ments have  been  made,  as  in  the  case  of  the  Detroit  branch. 

It  is  understood,  of  course,  that  the  head  office  will  have  its  own  sales, 
purchases,  and  expenses,  which  are  recorded  in  accounts  distinct  from  any 
branch.  These  general  nominal  accounts  will  also  be  closed  into  the  Gen- 
eral I^ofit  and  Loss  Account  along  with  the  profit  or  loss  of  the  ten 
branches.  If  a  Trading  Account  is  used,  then  Purchases  and  Sales  will, 
of  course,  be  closed  into  Trading,  and  Trading  will  be  closed  into  the  Gen- 
eral Profit  and  Loss  Account.  The  use  of  the  Trading  Account  is  seldom 
found,  however,  in  actual  practice  on  the  books  of  the  head  office. 

Adjustment  of  Branch  Inventories  Necessary  for  Balance  Sheet  When 
the  head  office  sets  up  its  balance  sheet,  the  inventories  of  the  various 
branches  should  appear  at  cost. 

The  accounts  with  each  branch  kept  by  the  head  office,  however,  shows 
the  billed  value.   For  instance,  in  the  case  of  the  Detroit  branch  the  amount 
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on  May  81  is  $6,600.  This  figure  represents  the  billed  value,  which  is 
50  per  cent  above  cost.  By  reducing:  this  amount  the  Detroit  branch  inven- 
tory is  found  to  be  $4,400.00. 

Adjustment  Not  Needed  in  the  Memorandum  Accounts.  This  calcula- 
tion is  made  merely  for  the  purpose  of  detailing  the  inventory  on  the  bal- 
ance sheet  of  the  head  office.  The  Branch  Stock  and  the  Goods  Sent  to 
Branch  Accounts  each  shows  a  balance  of  $6,600.00.  Since  these  accounts 
are  purely  memorandum  accounts,  which  offset  each  other,  they  are  elimi- 
nated in  preparing  the  balance  sheet.  These  figures,  therefore,  are  not 
adjusted  but  remain  at  the  estimated  sales  valuation.  It  should  be  noted, 
that  from  time  to  time  this  valuation  is  checked  up  by  physical  inventory 
to  discover  any  actual  losses  of  merchandise. 

Tie-up  Between  Branch  and  Head  Office  Books.  The  connection  be- 
tween the  two  sets  of  books  is  found  in  the  Branch  General  Account  and 
the  Head  Office  Genera!  Account.  Refer  to  Figure  1,  and  you  will  ob- 
serve that  the  two  sets  of  books  are  reconciled  here  in  exactiy  the  same 
way  as  they  were  in  Problem  1. 

The  Head  Office  General  Account  on  the  books  of  the  branch  has  a 
credit  balance  of  $20,800.00,  which  represents  the  accountability  of  the 
branch  to  the  head  office,  as  follows : 


S2O,S0O.0O 


The  Branch  General  Account  on  the  books  of  the  head  office  has  a  cor- 
responding debit  balance  of  $20,800.00,  consisting  of  the  above  assets  in 
the  possession  of  the  branch.  On  the  balance  sheet  of  the  head  crfiice  these 
assets  would  be  listed  and  classified  as  Cash,  $700.00,  and  Accounts  Re- 
ceivable, $20,100.00. 

CONSIGNMENTS 

There  are  many  business  houses  that  desire  to  extend  their  market 
and  thus  increase  sales,  but  they  do  not  consider  it  advisable  to  establish 
branches.  For  a  business  house  in  Chicago  to  set  up  branches  in  other 
cities  requires  a  considerable  outlay  for  fixed  assets.  Moreover,  these 
branches  must  be  supplied  with  a  large  and  varied  stock  of  goods,  which 
necessitates  the  maintaining  of  large  inventories.  Then  too,  the  total 
overhead  of  the  business  is  increased  by  branches. 

Moreover,  it  is  easier  to  establish  agencies  thru  consignments  than  to 
supervise  branches.  As  a  result,  certain  business  houses  prefer  to  ship 
their  goods  to  local  dealers  on  consignment,  and  thus  avoid  large  expendi> 
tures  which  would  be  necessary  if  they  established  and  supervised 
branches. 

Why  Some  Concerns  Sell  on  Consignment.  There  are  only  certain  kinds 
of  businesses  that  find  it  desirable  to  ship  on  consignment.  For  example, 
some  of  the  large  meat  packers  handle  all  of  their  foreign  business  by 
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.consignment.  Houses  selling  specialties,  such  as  jewelry,  oriental  rugs, 
musical  instruments,  etc.,  find  consignment  trading  advantageous. 

Some  business  concerns  use  consignments  only  for  part  of  their  sales. 
A  large  piano  house  ships  25  per  cent  of  its  pianos  on  consignment.  Large 
wholesale  seed  dealers  ship  a  large  part  of  their  goods  to  small  dealers 
on  consignment. 

Shippers  of  perishable  produce  have  also  found  it  desirable  to  ship  their 
goods  on  conaigmnent  because  this  arrangement  keeps  the  title  to  the 
goods  in  the  hands  of  the  shipper.  This  is  desirable  from  the  standpoint 
of  the  consignee,  especially  when  there  is  an  element  of  risk  or  uncertainty. 

Consignment  trading  is  also  popular  in  businesses  whose  stock  is  mov- 
ing slowly,  or  where  the  consignee  has  a  limited  capital  on  which  to  run 
his  business. 

Method  of  Selling  on  Consignment.  Selling  on  consignment  makes  use 
of  the  store  and  equipment,  the  sales  force  and  facilities,  of  local  store- 
keepers. The  services  rendered  by  the  dealer  is  paid  for  thru  a  fixed  com- 
mission. That  is,  when  goods  are  sold  on  consignment  they  are  shipped 
to  a  merchant  handling  a  similar  or  related  line  of  goods.  The  title  to  the 
goods  is  retained  by  the  manufacturer  and  the  merchant  is  merely  his 
selling  agent.  When  the  goods  are  sold,  the  commission  and  certain  ex- 
penses are  deducted  and  the  balance  remitted  to  the  manufacturer. 

Consignor  and  Consignee — Duties  and  Rights.  The  business  or  indi- 
vidu^  sending  the  goods  to  be  sold  on  consignment  is  called  the  consignor. 
The  business  or  individual  to  whom  the  goods  are  sent  for  sale  under  such 
an  agreement  is  called  the  consignee  or  factor.  The  consignee  is  an  agent 
of  the  consignor.  As  such,  he  is  usually  delegated  with  the  restricted 
powers  of  a  special  agent.  He  acts  for  the  principal  (the  consignor)  only 
in  so  far  as  it  is  necessary  to  act  for  the  purpose  of  receiving,  handling, 
protecting,  selling,  delivering,  collecting,  and  remitting  to  the  consignor 
for  the  goods  sent  to  him. 

Meaning  of  Del  Credere  Agent.  If  the  consignor  stipulates  that  the 
goods  may  be  sold  on  account,  the  consignee  is  not  liable  for  bad  debts  in- 
curred if  he  uses  the  same  care  in  extending  credit  that  he  would  for  his 
own  goods.  If  the  consignor  specifies  that  goods  are  to  be  sold  for  cash, 
the  consignee  is  liable  for  any  loss  resulting  from  bad  debts.  When  the 
consignee  thus  guarantees  the  consignor  against  loss  from  bad  debts,  the 
consignee  is  known  as  a  "del  credere"  agent. 

Title  of  Merchandise  Does  not  Pass  to  Consignee.  The  goods  handled 
by  consignment  remain  the  property  of  the  consignor  until  they  are  sold 
by  the  consignee.  Accordingly,  the  consignee  does  not  include  such  goods 
in  his  inventory  of  salable  merchandise  at  the  close  of  a  fiscal  period.  His 
balance  sheet  would  show  only  goods  that  he  holds  title  to.  The  con- 
signor, however,  does  include  such  goods  in  his  inventory,  even  tho  they 
may  be  several  hundred  miles  away  from  his  main  store. 

Main  Accounting  Problem  in  Consignments.  When  goods  are  shipped 
on  consignment,  the  accounts  of  both  the  consignor  and  consignee  should 
be  miade  to  show  the  liability  of  one  to  the  other  and  the  accountability 
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arising  as  a  result  of  the  goods  remaining  in  the  possession  of  one  party 
while  the  legal  title  rests  in  the  other.  The  main  accounting  problem, 
therefore,  includes  two  things: 

1.  Accounting  for  Inventory. 

2.  Settlement  according  to  agreement. 

Each  party  would  like  to  have  his  accounts  show  as  nearly  as  possible 
how  much  is  made  as  a  result  of  transacting  business  in  this  way.  The 
special  accounting  features  for  both  the  consigmor  and  consignee  are  illus- 
trated in  the  following  problem : 

PROBLEM 
Illastrating  Cmisignment  Sales.    The  following  problem  illustrates  three 
special  accounting  features  for  consignment  sales. 
.  Entriei  oa  books  of  conaiKnee. 


L.  M.  Stattler,  of  Chicago,  HI.,  ships  via  the  Chicago  and  Alton  R.  R., 
to  Walter  Camp,  Springfield,  111.,  a  "del  credere"  agent,  the  following  goods 
on  consignment: 

Dec.    1,  1922    6  phonographs  Style  A  @  $160.00 — Beceived  D«c.    6 
"7  6  "  "      B  @       75.00—       "  "     12 

"     16  18  "  "      C  @       80.00—       "  "     20 

"     23  2  "  "      D  @    250.00—       "  "     2S 

The  goods  are  billed  to  the  consignee  at  the  selling  price. 

The  cartage  charges  on  these  shipments  were  $25.00.  Insurance 
charges  were  $15.00.  Both  of  these  were  paid  by  Mr.  Stattler  on  De- 
cember SI. 

When  Mr.  Camp  received  the  goods,  he  paid  freight  and  drayage  as 
follows: 


Style  Unit  Price 

A  $160.00 

A  160.00 

B  76.00 

A  160.00 

C  80.00 

D  260.00 

All  sales  were  for  cash  except  the  following,  which  were  sold  to  cus- 
tomers on  open  account. 


On  Dec.  29  Mr.  Camp  collected  $475.00  from  customers. 
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Dec.    ft                  f 
Dec.  12 

16.00 
14.00 

Mr.  Camp  made  sales 

as  follows ; 

Weeb  ending 
Dec.    9 
Dec.  16 

Number 
4 

1 
4 

Dec.  23 

1 
6 

Dec.  30 

2 

On  Dec.-  31  Mr.  Camp  had  on  hand  1  phonograph  of  Style  B  and  13 
phonoeraphs  of  Style  C,  with  a  total  value  of  $1,115.00. 

According  to  the  agreement,  Mr.  Camp  is  to  receive  a  commission  of 
5  per  cent  of  gross  sales.  The  commission,  freight,  and  drayage  charges 
are  to  be  deducted  on  December  81  at  time  of  submitting  the  account 
sales.  Mr.  Camp  is  required  to  remit  all  cash  collected,  less  the  deduc- 
tions allowed  by  the  agreement. 


A,  $75.00,  B, 


The  cost  of  each  style  of  phonograph  is  as  follows: 
$40.00,  C,  $50.00,  D,  $150.00. 

Entries  on  the  Botriis  of  the  Cons^ee.  There  are  two  methods  that 
may  be  followed  in  making  entries  on  the  books  of  the  consignee.  They 
are  ^s  follows : 

Method  One.  This  method  reqnireB  no  entry  in  the  general  ledger  for  goodi 
received  bj  the  consignee.    A  record  is  kept  only  in  a  memorandum  book. 

An  account  called  Current  Account  ia  opened  on  the  general  ledger  with  the 
consignor.  This  account  is  charged  with  all  enensea  of  tlie  coniigmnent.  It  ia 
credited  with  sales.  When  settlement  is  made  this  account  is  debited  and  Caah  is 
credited. 

If  settlement  is  not  made  in  full,  the  balance  is  usually  transferred  to  a 
personal  account  with  the  consignor,  since  the  consignor  is  personally  liable  for 
uie  amount. 

Method  Two.  The  second  method  makes  nse  of  two  memorandum  accounts 
on  the  general  ledger  of  tlie  consi^ee.  When  goods  are  received,  Consigmnent 
Account  is  debited  and  Goods  Keceived  on  Consignments  is  credited.  At  the  end 
of  the  month,  the  memorandum  accounts  are  closed. 

B  set  up  on  the  general  ledger,  and  is  operated  as  in 

The  consignment  accounts  will^  of  course,  be  kept  entirely  separate 
from  the  other  accounts  of  the  business,  in  which  are  recorded  the  trans- 
actions not  connected  with  the  consigrnment. 

-     The  accounts  of  Walter  Camp,  which  are  kept  according  to  Method 
One,  appear  as  follows: 


ACCOUNTS  OF  WALTER  CAMP 


ConalEnor 

Cnrrant 

t      18.00 

Dec. 

B 

Silea  for  vaek.   .   . 

.   .     t    600.00 

13 

Frslght  ind  Dr«r*ei  .   . 

14.00 

1« 

S«laa  for  va«k  .   . 

Fraigbt  tnd  Dn]ri|*  .   . 

43.00 

3S 

Saloi  for  va«k  .   . 

.   .        BSO.OO 

38 

fttighi  tod  J)nj»gt  .   . 

4.00 

flO 

Saloa  for  vaak  .. 

31 

CiBh  to  L.  H.  SUttlsr. 
Balance  to  ConaisDor, 
Poraonal  Iccount  .   . 

101,00 

i.esE.oo 

335.00 

•3,100.00 

t3.100.00 
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Ml 
Dec.  9 

le 

33 
39 
30 

Cash  salta  

C*«b  ail«s  

Ciih  lilts  

GollecUd  froa  cnitoDeri 
Ctih  iiUa      

U3i 
IGOO.OO      Dec.   6 
150.00             13 
150.00             30 
475.00             38 
BOO. 00              31 

Freight  and  Drajtga.   .   . 
Freight  and  Drayage  .   . 
Freight  and  Drarige  .  . 
Freight  and  Drajriga  .   . 
Check  to  L.  H.  Stattler 

1      15-00 

14.00 

13.00 

4.00 

1,595.00 

1933 
Dee.ie 
33 

Silai  on  iceount  .... 
Silaa  oa  leconnt  .... 

$300.00      Dac.M 
400.00 

Cn«IS3I0H 

Collacied  frM  cuatoaera 

MTS.OO 

1   1»33 
1  Dec. 31 

COISICIIOF,  PMtSOHAl 

5  par  cant  coHiaaion  . 

•105.00 

1933 

E)«e.  31  Balmce  froa  Cnrrant 

Accoant 

1335.00 

Theae  accounts  represent  only  those  transactions  that  have  to  do  with 
this  one  consignment.  For  this  reason,  these  accounts  should  be  kept  in 
a  separate  part  of  the  consignee's  ledger;  in  fact,  every  consignment 
should  have  its  separate  set  of  accounts.  The  Commission  Account  ia 
flnally  closed  into  the  consi^ee's  Profit  and  Loss  Account,  as  a  part  of  his 
income  for  the  period. 

Account  Sales — Report  of  Consignee  to  Consignor.  At  regular  intervals, 
monthly  or  weekly,  the  consigpee  makes  a  complete  report  of  the  consign- 
ment trading  to  the  consignor.  In  the  above  case  the  report  ia  rendered 
monthly.  This  report  is  called  an  account  sales.  It  shows  the  quantity 
and  value  of  the  merchandise  received;  how  these  goods  were  disposed 
of;  the  selling  price  per  unit;  the  total  selling  price,  and  goods  remaining 
unsold  or  which  had  been  returned  to  the  consignor.  Figure  3  presents 
a  tjrpical  account  sales. 

Entries  on  the  Boidts  of  the  Consignor.  The  consignor  may  also  adopt 
one  of  two  methods  for  handling  his  consignment  transactions.  Hie  two 
methods  are  very  similar  to  those  given  for  the  consignee  except  that  they 
are  mentioned  in  the  opposite  order. 

Method  One.  When  goods  are  billed  at  a  price  other  than  cost,  memorandum 
Accounts  are  eet  up  for  all  shipments  made  on  consignment.  The  amount  billed, 
usnally  the  selling  price  of  (roods  shipped,  is  charged  to  a  Consi^ment  Account 
and  credited  to  a  Goods  Sent  in  Consignment  Account. 

The  memorandum  accounts  are  used  because  the  bUlins'  prica  consists  of 
two  elements,  the  cost  and  the  anticipated  profit.  The  billed  price  is  therefore 
held  in  suspense  in  the  memorandum  accounts  until  the  goods  have  been  sold. 

Method  Two.  'tPben  goods  are  billed  at  cost  there  is  no  necessit?  for  the 
memorandum  accounts.  In  this  case  a  Consignment  Account  is  charged  with  the 
goods  at  cost  and  the  Parchase  or  Inventory  Account  credited  directly. 
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Phono graphs 
L.  U. 
CONSIGHEI— Hillar  Ctap 

ACCOnr  SALES 
of 
recaired  tU  C.  t  A.  R.  R.  fro* 
atAiniR,  Chieego,  111. 

DacertiarSl,  1933. 

Springfiald,  111. 

SbipMBDtl    FBCeiTSd: 

11  SO. 00 

7S.0O 
80,00 
3S0.00 

7S,00 
BO. 00 

1     BOO. 00 

375.00 

1,440.00 

500.00 

•      75.00 
1,040,00 

■3,215.00 
1,115.00 

20  -  18  Stjie  C  

38  -    3  Style  D  

Good)  on  hind: 

■  13  phonognpha  Style  C  . 

:::! 

3*1«B  Siuotrj: 
Haek  endiDg  Dae.  9 

4  Style  i 

Week  ending  Dec.  IS 

1  Style  A 

.  .  .  @ 

■■■1 

■ISO. 00 

150.00 
75-00 

160.00 
80.00 

3G0.0O 

•eoo.oo 

ISO. 00 
300.00 

ISO. 00 
400.00 

500.00 

1    75,00 
106,00 

«,100.00 
180.00 

Veei.  ending  Dae.  33 

1  Style  A 

■t 

Vaek  ending  Dec.  30 

3  Style  D 

Chirgaa- 
Freigbt  end  Dnytge 

.  .  .  @ 

■1,830.00 
l,e»6.00 

■    335.00 

Account  Sales 


In  the  problem  beinf  considered  the  first  method  is  used,  since  the 
s:oods  were  billed  at  the  selling  price. 

The  following  accounts  ahow  the  records  of  L.  M.  Stattler. 

These  last  four  accounts  would  also  receive  entries  for  transactions  not 
related  to  the  consignment. 

»    <  loo  T>       OA  fedbvCoOQie 
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ACCOUNTS  OF  L.  M.  STAITLER 

COHSIGNHBIIT  (HALTBR  CAMP) 


1D33 

Dbc.     1    SbipD«nt  .... 
7    SbipDent  .... 

IB    3hiiH«nt  .... 

33    ShipoeDt  .... 

.  .  .  .  t  BOO.OO 
....  37S.00 
....  1,4*0.00 
....        SOO.OD 

1»33 

Dec.  31    Consiguifliit  aiUa.   . 
BaliEice  cirritd  don. 

1  3,100.00 
.     1,115.00 

1933    J«n.  1    Btlmca  .   . 

•3.315.00 
....  ll.UB.OO 

1  3,315.00 

GOODS  SIHT  OH  COMSIGIMBHT 


1«33 

1933 

D«c.  31    Congiguent  aalea.   .   . 

.  13,100.00 

Dae.     1    3hipBgDt.   .   .   . 

.    .    .    .   1    BOO. 00 

Bilanca  carriad  down  . 

.     1. lis. 00 

7    Shipment.   .   .   . 

.   .   .   .        375.00 

15     Shipment.    ,    .    . 

.    .    .    .     1,440.00 

33     ShipmBDt,    .    .    . 
1933 

.    .    .    .         500.00 

•3,S15.00 

13,315.00 

Jafi.     1     BaUnca   .... 

.   .   ,   .  11,115.00 

COHSIGNUBHT 

EIPEMSE 

1933 

Dbc.  31    CarUga 

iDsaraoce 

Fraigbt  and  Dra;age.  . 

.    .     S    35.00 
.    .           16,00 
.    .         105.00 
.   .          7S.O0 

1933 
Dee.  31 

Cloaed  to  Configuant 
Profit  ind  Loaa  .   . 

•    330.00 

S  330 ,00 

. 

C0I3IGHEE,  PBRSOKAl 


CONSIGNHINt  FBOFII  AKD  LOSS 


ConaignBent,  eipcni 


.  BipCDBC.  .    .    .    t     330.00 

ipsanta 1,85000 

iianca  carried  to  general 
profit  and  loaa 730.00 

13,790.00 


mi  I  1933 

Dec.  31    Received  from  Walter  Canp.  11,699.00  I   Dec.  31    Cartage  .  . 
I  Insurance  . 
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GSHIRAL  PROFIT  JUTO  LOSS 


1535- 

Dte.  31    CaoaigiuieDt  frofit 


mi  T53a 

D»c.  31    Pr«viou«  iiftntorr Dec.  SI    Closed  to  Tnding 

CnrreDt  inventor;  on 
eoDiigBBent  on  hand.   .   .      UBO.OO 

You  will  note  that  the  consignor  charges  the  Consignment  Account 
with  the  selling  price  of  the  goods  shipped,  and  credits  a  Goods  Sent  on 
Consignment  Account.  These  are  purely  memorandum  accounts.  At  the 
end  of  the  period  when  he  receiver  the  account  sales,  he  debits  Goods 
Sent  on  Consignment  and  credits  Consignment  Account  with  ?2,100.00, 
the  amount  of  sales.  The  balance,  carried  down,  represents  the  goods  in 
possession  of  the  consignee,  valued  at  the  billed  or  selling  price. 

From  the  account  sales  L.  M.  Stattler  makes  the  following  entry: 

Giih 11,695.00 

CoDBiiDiieDt  Sipente 105.00 

Fnighl  and  Drifage 75.00 

Consignee,  Pereonal 235.00 

Coneignment  Profit  and  Loea  .   .   .  U, 100. 00 

The  debit  in  the  Consignee's  Personal  Account  remains  until  the  cash  is 
received.  The  $225.00  represents  the  amount  still  due  from  customers. 
Since  Walter  Camp  is  a  "del  credere"  agent  he  is  held  responsible  for  this 
amount  and  he  must  collect.  That  is  why  he  is  charged  on  the  books  of 
L.  M.  Stattler  instead  of  the  customers. 

A  special  Consignment  Expense  Account  is  charged  with  all  consign- 
ment expenses.  This  account  is  closed  into  a  Consignment  Profit  and  Loss 
Account. 

Closing  Entries  on  the  Books  of  the  Consignor.  At  the  end  of  the  month 
the  consignor  will  close  his  consignment  accounts  in  order  to  determine 
the  profit  realized  from  the  various  consignments  and  the  profit  realized 
from  other  operations. 

In  order  that  you  may  see  more  clearly  how  the  consignment  accounts 
are  closed  by  the  consignor,  follow  Mr.  Stattler's  closing  entries  journal- 
ized below  and  you  will  be  able  to  understand  the  entries  in  the  accounts 
given  above. 

1B23 

Dec.  31  ConsigiiDBnt  Profit  and  Luae I    320.00 

ConBignmeat  Eipent*   t    330.00 

To  cloe*  Coneignnient  Eipenae  Account 

Consignaient  Profit  and  Loas I1,SSO.OO 

Purchaiee S1,B50.00 

To  adjust  the  Purcbaae  Account  for 
cost  of  shipoeDtB. 

Consignaent  Profit  and  Loss  ,1    730.00 

General  Profit  and  Lobs I     730.00 

To  cloie  Consignment  Profit  and 
Lose  into  General  Profit  end  Loss 
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The  entries  made  in  Consignment  Profit  and  Loss  Account  summarize 
the  transactions  connected  with  the  consignment.  Notice  that  it  is  charged 
with  the  cost  of  the  shipments  and  credited  with  the  sales  made  by  the 
consignee  and  the  cost  value  of  goods  in  possession  of  the  consignee.  The 
balance  represents  the  net  profit  realized  on  this  one  consignment. 

A  similar  Profit  and  Tjoss  Account  is  used  to  summarize  the  transac- 
tions for  every  other  consignment.  Then  ail  these  consignment  Profit  and 
Loss  Accounts  are  closed  into  the  general  profit  and  loss  account. 

The  Balance  Sheet  and  Profit  and  Lobs  Statement  of  the  Consignor. 

When  Mr.  Stattler  prepares  his  balance  sheet,  he  will  not  show  the  two 
memorandum  accounts,  Consignment  and  Goods  Sent  on  Consignment. 
Instead,  he  will  show  the  amount  of  goods  in  possession  of  the  consignee 
at  cost.  In  this  case,  the  amount  is  $690.00.  This  inventory  is,  of  course, 
a  part  of  his  regular  inventory,  but  it  should  be  shown  separate  from  the 
goods  in  his  own  possession. 

If  Mr.  Stattler  has  shipped  goods  to  numerous  consignees,  the  value  of 
goods  in  possession  of  all  the  consignees  may  be  shown  in  total  under  the 
title  "Goods  on  Consignment." 

In  the  Profit  and  Loss  Statement  all  income  from  sales  on  consignment 
will  be  shown  either  in  detail,  so  much  from  each  consignment,  or  in  total 
for  all  consignment  sales.  In  either  case,  the  income  from  consignment 
sales  is  shown  entirely  separate  from  the  income  realized  on  regular  sales. 

The  Balance  Sheet  and  the  Profit  and  Loss  Statement  of  the  Consignee. 

Since  the  consignee  is  merely  an  agent,  he  does  not  hold  title  to  the  mer- 
chandise in  his  possession.  For  this  reason,  Mr.  Camp  should  not  include 
the  $690.00  inventory  in  his  balance  sheet.  Only  goods  that  he  has  bought 
outright  are  listed  under  his  inventory. 

His  income  from  consignments  is  simply  the  commission  he  has  earned. 
This  income  should  appear  as  a  separate  item  on  his  profit  and  loss  statc»- 
ment.  It  should  never  be  included  with  profits  realized  from  sales  of  his 
regular  stock. 

HERCHANmSE  BROKERS 

In  concluding  this  discussion  on  the  accounting  procedure  for  special 
selling  agencies,  brief  mention  is  made  of  merchandise  brokers.  These 
brokers  act  as  agents,  or  middlemen,  between  the  selling  business  and 
customers. 

Certain  business  houses  prefer  to  sell  thru  brokers,  because  it  reduces 
their  sales  promotion  expenses  to  a  minimum.  It  also  eliminates  some  of 
the  difficult  problems  of  marketing  their  goods.  Moreover,  it  helps  them 
keep  in  closer  touch  with  the  fluctuations  in  prices  and  the  demands  of 
distant  markets.  A  coffee  or  fruit  producer,  for  instance,  can  employ 
brokers  in  Chicago  and  New  York,  who  report  daily  on  the  condition  of  the 
market.  The  broker  will  advise  his  principal  as  to  the  best  time  for  sell- 
ing his  goods. 
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Duties  and  Bights  of  the  Brotter.  The  broker  is  expected  to  sell  goods 
at  the  best  price  possible.  He  merely  negotiates  the  sale  or  contract  of 
sale.  He  does  not  handle  any  of  the  £^>ods  he  sells.  At  the  end  of  the  day 
or  week  the  broker  reports  his  sales  to  the  merchant.  Goods  are  then 
shipped  to  customers  directly. 

He  receives  a  fee  or  a  commission  for  his  sales.  This  commission  id 
earned  when  the  sale  is  completed,  except  when  the  agreement  spedfies 
otherwise. 

BOOKS  OF  THE  BROKER 

The  broker  will,  therefore,  kee^  a  duplicate  of  all  sates,  orders,  or  con- 
tracts from  which  he  makes  up  Ms  report.  The  amount  of  eommissiona 
earned  should  be  charged  to  an  Accounts  Receivable  Account  with  his 
principal. 

In  some  cases  the  broker  also  makes  collections  from  customers.  This, 
however,  would  be  specifically  stated  in  the  agreement.  If  the  broker  is 
expected  to  collect,  he  wilt  receive  a  duplicate  of  the  invoice  sent  to  the 
customer  by  his  principal.  These  invoices  are  then  recorded  on  the  books 
of  the  broker  as  Accounts  Receivable  from  the  customer,  and  Accounts 
Payable  to  the  principal.  When  collections  are  made,  he  deducts  his  com- 
missions and  any  expense,  and  remits  the  balance  to  his  principal. 

Books  of  the  PrincipaL  If  the  principal  makes  collections  from  cus- 
tomers, he  will  record  all  sales  made  thru  the  broker  as  regular  Accounts 
Receivable.  If  the  broker  collects,  the  principal  opens  an  account  on  his 
books  with  the  broker  only,  to  which  all  sales  to  customers  are  charged. 
The  corresponding  credit  is  to  the  Sales  Account.  He  also  credits  the 
broko^s  account  with  commissions  due  and  debits  Selling  Ebcpense  with 
the  same  amount.  As  money  is  received  from  the  broker,  his  account  id 
credited  and  cash  Is  debited. 

MAIN  POINTS  IN  THIS  ASSIGNMENT 

The  problems  used  as  illustrations  in  this  assignment  indicate  how 
accounting  practice  must  be  adjusted  to  meet  the  needs  of  q>ecial  t^pes 
of  business. 

The  special  accounting  features  of  selling  agendes  have  been  illus- 
trated in  this  assignment: 

Branches. 
Consigmnents. 
Merchandise  Brokers. 

In  all  three  forma  of  trading,  sales  are  made  indirectly;  that  is,  thru 
a  third  party,  called  the  agent.  The  accounting  procedure,  therefore,  must 
take  into  consideration  two  problems: 

1.  Two  sets  of  records  must  be  kept,  one  by  the  agent  and  one  by  the 
principal.    These  two  records  must  be  periodically  reconciled. 

2.  Correct  accounting  must  be  made  for  inventoriea,  whidi  are  in  tiie 
possession  of  the  agent,  but  are  not  his  property. 

AsRiKnment  28,  PBge  24  ,,  tcl  by  GoOQIc 


In  explaining  these  two  special  accounting  features  for  agencies  we 
have  considered  the  following  points : 

First:    Advantages  of  selling  thru  branches: 

(a)  Local  trade  can  be  buitt  up. 

(b)  Slowly    moving    goods    can    be    transferred    easily    between 
branches. 

(c)  Credits  and  collections  can  be  controlled. 
Second:    Two  methods  of  keeping  books  for  head  office: 

(a)  By  duplicate  set  of  books. 

(b)  By  building  up  the  records  from  periodical  reports. 
Third:    Two  problems  were  given  to  illustrate  branch  accounting: 

(a)  When  grxHlfl  are  billed  to  branch  at  cost. 

(b)  When  goods  are  billed  at  selling  price. 

Fourth:  When  goods  are  billed  at  cost,  reconciliation  is  made  thru: 
<a)  Head  Office  Account  of  the  branch, 
(b)  Branch  Account  of  the  head  office. 

Fifth:   When  goods  are  billed  at  selling  price,  the  reconciliation  ia 
made  thru: 

(a)  Head  Office  Cleneral  Account  of  the  branch. 

(b)  Branch  General  Account  of  the  head  office. 

Sixth :    Adjustment  must  be  made  on  head  t^ce  books  at  time  of  dos- 
ing, for  the  goods  shipped  to  the  branch: 
Billed  values  are  kept  in  Memorandum  Accounts  and  adjust- 
ments are  made  for  reducing  billed  price  to  cost. 

Seventh:    Advantages  of  Consignment  Sales: 

<a)  Consignee  avoids  risk  for  perishable  goods. 

(b)  Consignee  can  run  his  business  on  a  limited  capital. 
Eighth:    Main  Accounting  Problems  in  Consignments: 

(a)  To  provide  accurate  accounting  for  inventory'. 

(b)  To  keep  accurate  records  so  that  the  consignment  agreement 
can  be  satisfactorily  settled. 

Ninth :    Three  parts  to  a  consigmnent  problem : 

(a)  Entries  on  the  books  of  the  consignee. 

(b)  Account  Sales — Report  of  Consignee  to  Consignor. 

(c)  Entries  on  the  books  of  the  Consignor. 

Tenth:    Special  accounting  for  goods  sold  by  merchandise  brokers: 

(a)  Commissions. 

(b)  Accounts  Receivable  (on  books  of  principal  when  he  collects 
from  customers). 

(c)  Account  with  broker  when  he  is  expected  to  collect  from  cus- 
tomers. 


Au^nmc&l 


128.1  pJ^«ogIe 


PROBLEMS  TO  BE  SOLVED  WITH  THIS  ASSIGNMENT 

1.  On  page  3  of  the  assisnment  you  were  eiven  transactions  for  the 
Toledo  branch  of  the  Smith  Mercantile  Company.  It  was  mentioned  that 
two  other  branches  were  established,  one  in  Chicago  and  the  other  in 
Denver. 

We  shaU  now  give  you  the  transactions  for  the  Denver  branch,  for 
January,  1922. 

On  January  3,  1922,  the  Denver  branch  received  from  the  head  office 
the  following: 


:e).  .    eS.OOO.OO 

During  January  the  branch  sold  to  customers  on  account  $48,000.00, 
and  made  cash  sales  amounting  to  $6,000.00.  During  the  month  the  branch 
manager  collected  $20,050.00.  The  expenses  at  the  branch  for  January, 
including  freight,  were  $4,100.00.  The  manager  receives  as  salary  1  per 
cent  of  gross  sales.  On  January  10  the  manager  purchased  two  delivery 
trucks  at  $2,000.00  each. 

On  January  81  he  sent  $22,000.00  to  the  head  c^ce.  On  that  date  he 
had  merchandise  on  hand  valued  at  $24,600.00. 

Prepare  the  following  as  your  solution: 

{a)  Journal  Entries  for  bringing  all  the  January  transactions  in  the 
books  of  the  Denver  branch. 

(b)  Prepare  the  Profit  and  Loss  and  Head  Office  Accounts  on  books  of 
the  branch  after  all  journal  entries  have  been  posted  and  the  books  of  the 
branch  have  been  closed. 

(c)  Show  the  Denver  Branch  Account  on  the  books  of  the  head  office 
as  it  would  appear  on  January  81,  after  all  entries  have  been  made. 

(d)  Analyze  the  debit  balance  in  the  Denver  Branch  Account  to  show 
the  assets  at  the  branch,  represented  by  this  balance. 

2.  Problem  2  is  based  on  the  general  situation  described  on  page  9  of 
the  assignment,  for  the  company  in  Chicago  dealing  in  automobile  acces- 
sories. This  company  operates  another  of  its  brandies  at  Atlanta,  Ga. 
Goods  are  billed  to  the  Atlanta  branch  on  the  same  basis  as  shipments 
made  to  the  Detroit  branch.  On  May  31,  1922,  the  branch  manager  at 
Atlanta  sent  the  monthly  report  appearing  on  page  27  to  the  head  office. 

(a)  From  this  report,  prepare  the  following  ledger  accounts  on  the 
books  of  the  head  office: 

Goods  Sent  to  Branch  (Atlanta). 
Atlanta  Branch  General. 

<b)  Prepare  a  statement  showing  the  actual  profit  made  by  the  Atlanta 

branch. 
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ATLANTA  BRANCH  FOR  HAY  1S32 
STOCI: 

Ooodi  on  luind.  Hty  1.   .   . 

Received  fro*  held  office  ....   

S  5,100  00 
.    ,     39,000.00 

•44,100.00 

Billed  price  of  gooda  ■old.   .   .   . 

Oooda  on.  band  Ha?  31 ......   . 

SALB3: 

915,300.00 

CDST0ISB3  ACCODITS: 

•34,800.00 

Total 

31,000.00 
•13,600.00 

>3s,eoo.oo 

34,300.00 
1  1,400.00 

CASH: 

Gaab  01  band  Hay  1 

.   .  S  1,100.00 

CollecUd  froa  cuotnaro 

.    .     31,000.00 

DifburBamanle  foraipeoiaa.   .   .   . 
S«nt  to  bead  office  

.  .  13,300.00 
.    .     33.000.00 

Ctah  on  hand  Hay  31.   .  . 

3.  On  page  17  of  the  assignment  a  typical  consignment  problem  was 

f resented.    Refer  to  it  at  this  time  so  that  you  will  get  the  setting  for 
roblem  3. 

L.  M.  Stattler,  of  Chicago,  also  shipped  pianos  at  selling  price  on  con- 
signment to  A.  C.  Barton,  a  "del  credere"  agent,  at  Ames,  Iowa. 

On  January  4,  1923,  Mr.  Barton  received,  via  the  C.  &  N.  W.  R.  R.,  a 
carload  of  pianos,  of  two  styles: 


Insurance  charges  on  this  shipment  amounted  to  $12.00.  Boxing 
charges  were  $60.00.  Both  of  these  items  were  paid  by  Mr.  Stattler  <m 
January  3. 

On  January  5,  Mr.  Barton  paid  $86.00  freight  and  $35.00  drayage. 
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DuriniT  January  Mr.  Barton  made  the  following  sales  on  account: 

JtDutqr  t  1  Stjl*  i 

Juuiy  II  1  Stflf  B 

JunilT  IS  1  Styl*  1 

1  Stylt  B 
J«iiiui7  33  3  8^1*  A 

JiDuir;  SO  1  Strt«  i 

The  customers  paid  down  26  per  cent  on  Style  A,  and  20  per  cent  on 
Style  B  at  time  of  purchase. 

The  agreement  between  L.  M.  Stattler  and  A.  C.  Barton  specified  that 
Mr.  Barton  was  to  receive  a  conunission  of  10  per  cent  on  gross  sales. 
The  agreement  also  provided  that  Mr.  Barton  be  allowed  to  deduct  this 
commission,  also  freight  and  drayage  charges  paid  on  consigned  goods, 
from  gross  sales,  to  determine  the  total  amount  due  as  shown  on  the  ac- 
count sales.  At  the  end  of  each  month  Mr.  Barton  is  required  to  remit 
all  cash  collected,  less  the  deductions  allowed  by  the  agreement. 

As  your  solution  for  this  problem  prepare : 

(a)  The  account  sales  submitted  by  A.  C.  Barton  on  January  SI,  1923. 

(b)  Using  the  account  sales  which  you  have  set  up  for  (a)  and  the 
facts  stated  in  the  problem,  prepare  the  accounts  for  L.  M.  Stattler,  cover- 
ing all  the  January  transactions,  and  the  necessary  adjustments  for 
closing. 

The  cost  of  each  piano  shipped  is  as  follows: 
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COMPARATIVE  STATEMENTS 


A  MAN'S  knowledge  of  other  men's  e]q>erience 
may  be  just  as  important  or  more  important 
than  his  own  limited  personal  e:q)erience.  The  main 
point  is:  How  thoroly  does  he  understand  the  prin' 
dples,  the  causes  and  effects,  behind  experience 
which  account  for  die  results  obtained — whether 
they  lead  to  success  or  to  feilure? 

N.  A.  HAWKINS 

Hawkint.  Gi**  &  Company 

CttH/M  Public  AeeounUuiU 
Dttroit.  Midtigan 


LaSalle  Extension  University 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  yon  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  Ave.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 

3.  The  General  Ledger 

4.  Closing  the  Ledger 

5.  The  Journal 

6.  CloBing  the  Ledger  by  Journal  Entry 

7.  The  Cash  Journal 

8.  Merchandise  Records — The  Purchase  and  Sales  Journals 

9.  Subdivision  of  the  Ledger 

10.  Colomnizaticm 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  BiUs  of  Lading 

13.  Auxiliary  Cash  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 

16.  Accm^  and  Deferred  Items 

17.  Depreciation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — ^Dissolution  Problems — Joint 

Ventures 

20.  Corporation  Accounting — ^Formation — Operation 

21.  Corporation  Accounting — Reinrganizations — ^Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — ^Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

30.  Analysis  oi  Financial  Statemoits— General  Review 
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COMPARATIVE  STATEMENTS 

Every  person  interested  in  a  business  enterprise,  either  as  a  manager, 
stockholder,  or  creditor,  desires  a  method  of  determining  the  value  of  his 
interests  or  claims.  One  of  the  best  ways  of  obtaining  this  information  is 
thru  the  use  of  comparative  statements. 

The  changes  reflected  in  comparative  statements  reveal  the  general 
trend  of  the  business  and  show  the  factors  contributing  to  the  increase  or 
decrease  of  its  worth.  Large  fortunes,  great  financial  institutions,  and  the 
majority  of  business  enterprises  are  dependent  upon  such  certain  definite 
sources  of  information  as  an  aid  in  determining  the  steps  to  be  taken  in 
the  future. 

Comparative  statements,  prepared  especially  to  reflect  changes  between 
given  dates  or  periods,  may  be  dassed  as  follows: 
CompftratiTe  BaUnea  Sheets. 
ComparatiTie  Profit  and  Loss  Stataments. 
Comparatlva  Kanafactnrliig  Statements. 
CouparatiT«  S«I«s  B«ports. 

Comparative  statements  are  invaluable  to  business  men  and  one  of  the 
principal  mediums  by  which  the  activities  of  the  larger  branches  ot  in- 
dustry can  be  directed.  When  used  in  connection  with  graphic  charts  they 
are  as  essential  to  the  p>rogress  of  industry  as  the  mariners  compass  on  a 
ship  crossing  the  sea,  since  thru  their  use  many  financial  difficulties  may 
be  avoided. 

Purpose  of  Compatative  Statements. — Comparative  statements  are  pre- 
pared primarily  for  the  use  of  the  directors  and  officers,  as  an  aid  in  directs 
ing  future  financial,  sales,  costs,  and  general  policies  of  a  company.  Other 
purposes  considered  of  equal  importance  are  those  for  the  use  of  stock, 
bond,  and  note  holders,  brokers,  etc.  As  these  arise  only  on  special  occa- 
sions they  will  be  considered  as  of  secondary  Importance.  The  more  im- 
portant uses  of  a  single  statement  or  a  series  of  comparative  statements 
are  given  below: 

/DIapoBitloii  of  Profits. 
Hanacsrlal    <  Dfrocttng  Faton  Polides. 
I  Expansion  and  Growth. 

w...n^.i         5  Bo°<)  IssoM  and  Loans. 
"»*'«*"        i  ColUteral  Note  PInandng. 

Spedal  StoeUioldeTB. 

Dispositimi  of  Profits.— This  is  undoubtedly  one  of  the  foremost  features 
in  an  branches  of  industry  organized  for  the  purpose  of  making  a  profit. 
If  a  company  realizes  a  fair  margin  of  profit  from  the  operations  of  a  given 
period,  the  disposition  of  the  profit  is  very  importaiit.    For  example  those 
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interested  in  the  Western  Manufacturing  Company  are  advised  that  the 
surplus  has  increased  $12,500.00  during  the  year  December  31,  1922,  while 
the  profit  amounts  to  $42,500.00.  As  a  means  of  clearly  illustratins:  these 
statements  we  show  in  Figure  1  a  comparative  balance  sheet  of  the  Western 
Manufacturine:  Company.  The  comparative  balance  sheet,  anabasis  of  the 
Surplus  Account,  and  the  application  of  funds  statement  must  be  used  as  a 
group  to  determine  the  disposition  of  the  profits. 


THE  WESTERN  MANUFA 

COMPARATIVE  BALANCE  SHEET, 

ASSETS 

CnSEIR  ASSETS 

Cisb 

CTURING  CO 
DECEMBER 

1931 
.  1  16.000.00 
.     130,000-00 
.      90,000.00 

.     400,000.00 

.  •696,000.00 

.  t  80.000.00 

.    176.000.00 

80,000.00 

.     •SO.OOO-00 

.  «66.000,00 

.  •    6,000.00 
•868,000.00 

IE3 

.  >16S,000.00 
.     300,000.00 
.       30,000.00 

.  •376,000.00 

.  (300,000.00 
.     180,000.00 

.  «480.0O0.OD 

•886,000.00 

MI 

31, 

• 

ANY 
1921,  and  ] 

1933 
10.000.00 
136.000.00 
36.000.00 

830,000.00 

922 

Incrataa 

•Dacraeae 
••    8,000.00 

*  8,000.00 

•  28,000.00 
330,000.00 

■195,000.00 

t  36,000.00 
10.000.00 
•10,000,00 

•  36,000.00 

t    3,500.00 
•333.600.00 

t  45,000.00 

180,000.00 

6. 000. 00 

1110,000.00 

HotBi  BacBivtblB     

t 

790,000.00 

rilEC  ASSETS 

Und 

1 

30,000.00 

300,000.00 
90,000.00 
•40.000.00 

Uachinery  tnd  Bqaipatnl  .... 

Total  Ffxtd  Asivti  

DBPESBKD  CBABQB3 

Iniunnct,  Tii«>,  Etc 

mMWt  LIABILITIES 

LIABILIT 

• 
• 

380,000.00 
7,600.00 

•1,077, 500  ..00 

t    300,000.00 
380,000.00 
39,000.00 

•    886.000.00 

■    300,000.00 
193,800.00 

Totil  Currant  Liabilities     . 

NET  UOBTH 

Ctpitil  Stock  

•  13,800.00 

• 

493.900.00 

•  13,800.00 

*Ait«rlaka  indicate  that  the 

aaount  ia  dad 

•1 

077,600.00 

•333. BOO. 00 

uctad. 

Figure  1.    Comparative  Balanc«  Sheet 


Comparative  Balance  Sheets — ^Uses. — Comparative  balance  sheets  are 
essential  in  determining  the  disposition  of  profits  and  losses  occurring  be- 
tween given  dates. 
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In  Figure  1,  it  will  be  noted  that  altho  Cash,  Accounts  Receivable  and 
Notes  Receivable  have,  in  comparison  with  balances  of  December  31,  1921, 
decreased  in  value,  the  inventories  have  increased  to  such  an  extent  that 
the  total  decrease  of  the  other  accounts  is  absorbed,  with  a  remaining  net 
increase  of  $196,000.00.  The  fixed  assets  have  likewise  increased  %2b,- 
000.00  and  also  the  deferred  charges  show  an  increase  of  $2,500.00.  Re- 
ferring to  the  current  liabilities  we  find  an  increase  of  $210,000.00,  whi(^ 
denotes  that  the  greater  part  of  the  increases  in  assets  was  due  to  bor- 
rowed capital.  T^e  only  amount  which  can  be  ac<K>unted  for  from  the 
operations  of  the  business  is  the  increase  in  the  Surplus  Account  in  the  net 
worth  section. 

Analfsis  of  Surplus. — As  previously  mentioned,  the  profit  of  The  West- 
em  Manufacturing  Company  for  the  year  1922  amounted  to  $42,500.00. 
The  surplus  has  increased  only  $12,500.00,  hence,  the  balance  must  be 
accounted  for.  This  may  be  accomplished  thru  an  analysis  of  the  Surplus 
Account  for  the  year  of  1922,  in  Figure  2,  and  the  preparation  of  an  appli- 
cation of  funds  statement,  in  Figure  3. 


THE  WESTERN  HANUFACTURING  COMPANY 
ANALYSIS  OF  SURPLUS— YEAB  ENDED  DECEMBER  81,  1922 


•933,SOO.0O 
Daducl:  10  pir  cbtlI  Ctih  Dividani  Piid  on  itaek  iiautd 

and  OuliUndlni  it  Jnns  30,  lfl33 30,000.00 


BiliDce  (t  DscMber  31,  1933 1193,500.00 


Fiffare  2.    Analysis  of  Surplus 

The  Application  of  Funds  Statement. — This  is  very  easily  constructed 
and  is  of  great  value  in  analyzing  the  balance  sheet  and  profit  and  loss 
statement.  It  is  composed  of  the  current  assets  less  current  liabilities,  to 
which  must  be  added  the  deferred  charges.  The  next  section,  funds  pro- 
vided, is  composed  of  the  net  profit  and  reserve  for  deijreciation.  The 
funds  disbursed  section  contains  the  payment  of  cash  dividends  and  pur- 
chase of  fixed  properties,  etc. 

This  statement  permits  showing  the  disposition  of  earnings  thru  an 
actual  distribution  among  the  various  accounts,  and  presents  in  a  condensed 
form  the  actual  changes  occurring  during  the  period. 

As  a  means  of  showing  the  application  of  the  increase  in  net  worth 
amounting  to  $12,500.00,  we  present  the  following: 
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THE  WESTERN  HANITFACTURING  COUPANY 
APPUCATION  OF  FUNDS  STATEMENT— TEAB  ENDED  DECEHBEl 

Iflll               IBIS 

it  81,  1922 
Incratfa 

n«6,000.00 
310,000.00 

t  16,000.00 
3,500.00 

•330,000.00    »30S,000.00 
Dararred  Cbargia  B. 000. 00         7,600.00 

S  13,500.00 

FDHDS  PRDVIDgp 

Profit  for  Pariod •  43,600.00 

Baserre  for  Dapraclttion    13,350.00 

t  13.600.00 

FU1RI3  DISBURSED                                                                                         t  54,760.00 

RepUcanenti  Cbargtd  to  Btiaira  for  DaEraclition         3,360.00    1  67,350.00 

Figure  S.    Application  of  Funds  SUtanent 


As  shown  by  the  apjdication  of  funds  statement,  the  profits,  amounting 
to  $42,600.00,  were  expended  as  follows: 


The  only  method  of  determining  the  disposition  of  profits  for  a  given 
period  ia  by  the  use  of  a  comparative  balance  sheet,  an  analysis  of  surplus, 
and  an  application  of  funds  statement.  The  surplus  and  application  of 
funds  statement  serve  merely  as  a  medium  for  stating  deaiiy  the  disposi- 
tion of  the  profits  earned. 

The  real  value  of  comparative  statemoits  is  dependent  upon  their  use 
as  a  group,  as  in  many  instances  the  comparative  statement  of  profit  and 
loss  must  be  used  in  connection  with  the  comparative  balance  sheet  to  be 
of  any  real  value.  The  comparative  profit  and  loss  statement  will  be  in- 
troduced in  a  later  section  of  this  assignment. 


Directing  Fatare  PoHeies.— If  the  management  of  the  Western  Manu- 
facturing Company  has,  upon  careful  consideration,  decided  to  increase 
sales,  the  comparative  balance  sheet  would  serve  as  an  aid  in  determining 
the  available  working  capital.  The  increase  in  net  worth  due  to  profits 
on  a  certain  schedule  of  sales  and  other  features  would  be  invaluable  in 
determining  the  possible  increase  in  the  sales  schedule  with  the  present 
capital  and  manufacturing  equipment.  This  may  be  clearly  illustrated 
in  Figure  4. 
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Carrtnt  AjmU 

DteuAar  81 
mi                 1033 
tE9S,000.00    1700,000.00 

Add:  l>»t*tni  CbargM 

ToUl  HorklDs  CiplUl 

•330.000.00    I30t.000.00    . 
6,000.00         7,600.00 

1335,000.00    1313,600.00 

FiffHte  i.    Statement  ef  Working  Ci^ital 


During  the  year  of  1921  the  company  sold  (442,000.00  of  merchandise 
on  working  capital  amounting  to  $^5,000.00.  The  1922  sales  amounted 
to  ¥540,000.00  on  a  capital  of  $212,600.00.  The  sales  increased  $98,000.00 
on  working  capital  of  $12,600.00  less  than  the  prior  year.  If  the  corpora- 
tion could  sell  more  merchandise  on  a  smaller  amount  of  working  capital, 
the  impression  is  at  once  formed  that  a  still  greater  increase  in  sales  may 
be  effected  without  necessitating  additional  working  capital. 

When  a  company  retains  over  a  period  of  years  statistics  prepared  from 
comparative  statements,  the  facts  may  be  acquired  concerning  maximum 
production  on  a  given  capital,  or.  a  standard  amount  of  cai^tal  may  be  de- 
termined for  a  certain  volume  of  sales. 

Expansion  and  Growth.— Altho  "expansion  and  growth"  are  cl<»ely 
allied  with  "directing  future  policies,"  they  may,  in  a  measure,  be  dependent 
upon  past  earnings  and  activities.  "Directing  future  policies"  pertains  to 
policies  which  may  be  adopted  and  later  prove  to  be  of  no  value,  while 
"expansion  and  growth"  usually  designates  an  actual  condition.  A  com- 
parison of  costs  may  result  in  discontinuing  that  part  of  the  enterprise 
which  will  not  yield  a  fair  return  on  the  time  and  money  invested.  Like- 
wise, a  comparison  of  departmental  earnings  may  result  in  a  change  of  the 
activities  of  a  department. 

An  increase  in  schedule  of  sales  or  a  change  in  product  may  also  require 
an  increase  or  change  in  plant  and  equipment,  etc  Thus,  if  the  Western 
Manufacturing  Company  had  operated  at  full  capacity  and  they  now  decide 
to  double  the  sales  for  the  year  of  1923  and  subsequent  years,  the  plan 
would  necessitate  the  purchase  of  additional  manufacturing  facilities.  A 
cconparative  statement  would  disclose  the  maximum  production  of  the 
present  equipment  and  the  increase  In  sales  and  profits  compared  with  the 
increase  in  iixed  properties.  This  does  not  necessarily  denote  that  the 
sales  must  increase  in  proportion  to  the  increase  in  fixed  properties,  but 
there  is  a  certain  significance  attaching  to  the  rdationship,  which,  in  many 
instances,  proves  to  be  of  value. 

Flnaiidng.— The  financing  of  a  corporation  thm  the  proceeds  of  an 
issue  ot  bonds  and  bank  loans  requires  comprehensive  information  on  three 
distinct  phases  of  the  business  as  follows: 
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1.  History  and  Ornnixatloii, 

2.  Earnisgi  Record  and  Frownt  Finaodal  Condition. 
8.  Possible  Future  Expansion  and  Giowtii. 

Itema  1  and  3  require  the  facts  obtained  hy  the  combined  efforts  of 
accountants  and  engineers.  Item  2  is  purely  a  matter  of  accounting.  The 
earnings  record  is  undoubtedly  of  far  greater  importance  than  either  Item 
1  or  Item  S,  on  account  of  the  facts  which  may  be  presented  in  a  compara- 
tive statement  of  earnings  covering  a  given  period  of  years. 

Comparative  statements  covering  a  period  of  years  serve  as  a  basis 
for  determining  the  activities  of  the  corporation,  and  reveal  the  period  of 
high  and  low  earnings,  the  annual  interest  charges,  and  many  other  im- 
portant points  which  must  be  considered  in  seled^ig  a  conservative  invest- 
ment or  loaning  money  on  partial  or  inadequate  security. 

As  an  illustration,  the  Western  Manufacturing  Company  has  decided 
to  increase  its  production  and  capacity;  as  a  result,  additional  funds  must 
be  acquired.  This  may  be  accomplished  thru  negotiating  an  additional 
loan  from  their  bankers,  provided  the  bankers  consider  the  amount  of  the 
security  sufficiently  large  to  warrant  an  additional  loan.  If  this  method 
is  unsuccessful,  one  remaining  method  would  be  the  mortgaging  of  the 
properties  thru  an  issue  of  bonds.  This  would  necessitate  the  preparation 
of  comparative  statements  showing  the  earnings  for  a  given  period  and 
the  financial  condition  at  the  close. 

Collateral  note  financing  ia  quite  common  among  the  larger  companies. 
Occasionally  a  company  wishes  to  borrow  additional  funds  for  woridng 
capital  without  placing  a  general  mortgage  on  the  fixed  properties.  An  ade- 
quate amount  of  security  may  be  given  thru  an  agreement  by  the  com- 
pany to  maintain  an  average  of  current  assets  equal  at  all  times  to  one 
and  one-half  the  amount  of  the  current  liabilities.  This  plan  differs  from 
mortgage  financing,  as  the  current  assets  are  used  as  collateral  security 
for  borrowing  working  capital.  A  comparative  balance  sheet  would  enable 
the  collateral  note  holders  to  determine  the  average  maintained  over  a 
given  period  of  time. 

Stodchcdders. — The  owners  of  the  corporatirai  are  desirous  of  learning 

its  progress  during  a  given  period.  Again  the  comparative  statements 
become  the  predominating  method  of  submitting  these  facts.  With  the 
aid  of  comparative  and  other  statements  the  disposition  of  all  earnings 
can  be  readily  determined.  By  the  use  of  tiiese  statements  the  stockhtdd- 
ers  may  have  knowledge  of  the  disposition  of  all  funds  resulting  from  the 
operations  of  the  period. 

Preparatlui  <tf  Comparative  Balance  Sheet8.—In  preparing  a  ocnnpanir 

tive  balance  sheet  every  possible  precaution  must  be  exercised  in  properly 
classifying  the  amounts.  Erroneous  classification  or  lack  of  uniformity 
destroys  the  comparative  features  of  the  statement  and  renders  it  prac- 
tically worthless.  Thus,  in  preparing  comparative  balance  sheets,  uniform 
arrangement  should  be  adopted  which  can  be  used  without  deviation  at 
any  given  time  or  period.    Continued  errors  in  classificatioQ  constitute  a 
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serious  diflkulty  in  securing  representative  amounts,  and  if  used  for  com- 
parison or  statistical  purposes  will  result  in  a  hindrance  instead  of  an  aid 
in  future  activities. 

To  illustrate  this  point:  suppose  the  Accounts  Receivable  Account, 
amountins  to  $130,000.00,  shown  in  Figui-e  1,  contained  credit  balances  of 
$20,000.00,  which  in  reality  were  amounts  necessitating  the  refund  of 
cash,  or  the  same  as  the  Accounts  Payable  Account.  The  present  status 
of  Figure  1  is  as  follows 


.  1320,000.00  1309,000.00 


Assuming  the  $20,000.00  is  given  effect  in  the  accounts,  they  would 
then  be  stated  as  follows: 

Total  Currant  AasBti teiG.OOO.OO    1790,000.00 

ToUl  Gurr«Dt  liabilitisi 395,000.00      BSS.OOO.OO 

txetti  of  Currtnt  At*«tt  ovtr 
Currant  LlibllUiaa 330,000.00    1306,000.00 

Comparing  the  amounts  for  the  purpose  of  determining  the  increase 
and  decrease,  we  have: 

Under  the  Original  Classification 

1931  1933  Dscrctac 

loul  CnrrBnt  Aaitti IGSE,000.00    1790, 000. 00    1195,000.00 

Totil  Currant  llibillties 87S,000.00      BSS.000.00      310,000.00 

Under  the  Correct  Classification 

IncrBiia  or 
1931  1933  Deereaia 

Tattl  Currant  Aaaata  1615,000.00    1790,000.00    1175,000.00 

Total  Curroot  Llibilitiaa     895,000.00      53G,000.00      190,000,00 

Under  the  original  classification  the  total  current  assets  have  increased 
$195,000.00.  This  is  not  the  true  condition.  The  actual  increase  is  $175,- 
000.00,  as  shown  under  the  correct  classification.  The  item  used  as  an 
illustration  is  comparatively  small,  but  the  same  principle  would  apply  in 
larger  amounts. 

Ordinarily  the  content  of  a  balance  sheet  is  read  in  groups.  By  this 
we  mean  that  each  group  of  assets  or  liabilities  is  considered  in  the  total. 
The  assets  grouped  under  current  assets  are  included  as  a  total  of  current 
assets.  Likewise,  all  current  liabilities  are  included  in  a  total  of  current 
liabilities.  The  total  increase  or  decrease  is  considered  in  preference  to 
the  individual  items  composing  the  total.  When  the  amounts  are  consid- 
ered in  group  classiAcation,  the  difference,  as  explained  above,  would  not 
affect  the  comparison  in  the  same  manner  as  it  would  if  it  had  been  be- 
tween individual  items. 


A»^';p>^^d>«»^lc 


This  is  particularly  true  when  the  irraphie  chart  is  used  in  presentinc 

the  financliu  condition  of  a  company  at  a  given  date.  For  example,  sup- 
pose a  company  has  erroneously  classified  a  large  item  of  stationery  and 
office  supplies  as  a  part  of  the  inventory.  This  would  result  in  a  larger 
amount  of  current  assets,  as  compared  with  current  liabilities,  than  would 
otherwise  be  stated.  This  would  result  in  a  gross  misstatement  of  com- 
parisons, which,  in  the  event  of  later  comparisouB,  would  prove  misleading. 
The  following  is  given  as  an  illustration  of  the  foregoing  principle  as  ap- 
plied to  the  inventory  of  The  Western  Manufacturing  Company  at  Decem- 
b^  31,  1921. 


of  Current  Aiieti  ot»f  Currant  Liibiliti 


The  current  assets  at  that  date  contained  items  amounting  to  $25,000.00 
which  were  erroneously  classified.  The  correct  amounts  should  be  stated 
as  follows: 


liOM  of  Cnrnnt  Aa«*t>  oter  Currant  Litbilitiaa. 


The  same  amount  reflected  in  a  lesser  value  of  cunrent  assets  would, 
of  necessity,  result  in  a  greater  change  in  the  excess  of  current  assets 
over  current  liabilities.  This  principle  should  be  carefully  exercised  in  the 
preparation  of  comparative  balance  sheets. 

PRACTICAL  USES  OF  THE  COMPARATIVE  BALANCE  SHEET 

In  a  previous  section  of  this  assignment  we  pointed  out  the  value  of 
comparative  statements  as  used  for  the  following  purposes: 

1.  Uanagerial 

2.  Financial 

3.  Special 

We  will  now  examine  Figure  1  to  see  how  the  comparisons  would  be 
used  by  each  of  the  three  classes  mentioned. 

1.  Managerial. — ^The  management  of  a  company  is  interested,  prima- 
rily, in  knowing  the  amount  of  profits  for  the  year  and  the  part  retained 
in  the  business.  The  surplus  has  increased  $12,500.00,  which,  of  course,  is 
nominal,  but  shows  a  small  amount  of  progress.  The  next  important  point 
is  the  reduction  of  debt.  The  debt  has  not  been  reduced.  On  the  other 
hand  it  has  increased.  There  must  be  a  corresponding  increase  reflected 
in  the  assets.  We  find  this  to  be  true  as  the  inventories  and  fixed  assets 
show  an  increase  in  excess  of  the  increase  in  debt.  The  real  point  involved 
is  the  inventories.  Comparing  the  inventories  at  December  31,  1921,  and 
1922,  an  increase  of  $230,000.00  will  be  noted,  which,  to  a  great  extent, 
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serves  as  an  offset  of  the  increase  of  $210,000.00  in  current  liabilities.  This 
difference  could  not  be  properly  analyzed  without  the  aid  of  a  comparative 
balance  sheet. 

2.  Financial. — How  will  the  changes  be  considered  by  the  banker,  who 
may  be,  for  example,  the  trustee,  in  case  of  an  issue  of  bonds  or  collateral 
notes? 

The  banker  and  other  financial  men  usually  consider  the  relation  of  the 
loan  to  the  security.  The  notes  payable  in  this  case  will  be  considered  as 
loans  from  banks.  The  banker  takes  the  statement,  Figure  1,  and  immedi- 
ately notices  the  increase  in  Accounts  Payable,  Notes  Payable,  and  Accrued 
Wages  and  Taxes  amounting  in  total  to  $210,000.00,  as  compared  with  the 
increase  of  $195,000.00  in  the  current  assets.  The  security  back  of  the 
loan  is  not  as  great  as  it  was  a  year  ago,  because  the  banker  is  usually  in- 
terested in  those  assets  which  may  be  readily  converted  into  cash  for  the 
payments  of  the  debts. 

1931  1933 

Cur»nt  Aiaeti •595,000.00    1790,000.00 

CoTrsat  Liabilitiea  375,000.00      585,000.00 


The  comparative  balance  sheet  will  show  the  banker  that  the  security 
on  which  he  has  based  the  loan  has  decreased  $15,000.00  during  the  past 
year,  denoting  a  slight  change  in  the  situation  as  related  to  working 
capital. 

3.  Special.— What  is  the  real  value  to  the  stockholder?  The  stock- 
holder in  most  instances  will  take  the  same  viewpoint  as  the  manage- 
ment. What  has  been  mentioned  in  section  1  would  apply  here  equally  as 
well.  The  stockholder  is  interested  in  knowing  about  the  financial  progress 
of  the  company  during  the  period  and  the  increase  in  the  book  value  of 
the  stock.  This  is  quite  natural,  as  the  stockholder  purchases  the  stock 
for  the  amount  of  dividends  he  may  receive.  If,  after  paying  a  substantial 
dividend,  the  surplus  shows  an  increase  over  the  previous  year's  balance, 
the  stockholder  has  benefited  in  two  ways,  viz., — 


The  comparative  balance  sheet  (Figure  1)  shows  the  increase  in  surplus 
to  be  $12,500.00;  hence  it  has  famished  valuable  information. 

A  balance  sheet  is  primarily  a  photograph  of  the  financial  condition  of 
a  business  at  a  given  date;  hence,  where  a  company  has  decided  to  main- 
tain a  fairly  uniform  financial  condition,  or  thru  a  legal  obligation  on  ac- 
count of  losses  is  required  to  maintain  a  minimum  excess  of  current  assets 
over  current  liabilities,  the  value  of  comparison  cannot  be  too  strongly 
emphasized.  Also  the  executive  desiring  to  be  thoroly  conversant  with 
the  activities  of  the  enterprise  coming  within  his  control  can  obtain  the 
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desired  facts  from  a  planned,  comprehensively  prepared  balance  sheet. 
With  this  statement  b^ore  him,  he  can  visualize  the  commercial  activities 
of  the  period,  thus  obtaining  the  facts  without  unnecessary  delay. 

Abnormal  Financial  Conditions. — ^During  the  years  of  1917  and  1918 
many  companies  contemplated  the  manufacture  of  vast  quantities  of  war 
munitions  and  supplies,  and  in  preparation  for  this  work  enlarged  their 
plants,  entered  into  coDtracts  for  large  quantities  of  raw  materials,  and  in 
general  outlined  extensive  production  programs.  In  many  instances  this 
was  accomplished  thru  borrowed  capital.  Again  it  was  made  possible  by 
using  practically  all  of  the  working  capital.  This,  in  many  instances, 
proved  advantageous,  aa  it  required  constant  attention  to  liquidation  of 
the  assets  and  eliminated  the  necessity  for  excessive  interest  charges. 
This  plan  undoubtedly  deserves  commendation,  but  when  the  demand  for 
the  product  was  discontinued  in  1919  and  1920  many  concerns  were  over- 
burdened with  large  quantities  of  raw  materials.  This  necessitated  a 
liquidation.  How  was  this  to  be  accomplished  ?  By  discontinuing  the  pur- 
chase and  receipt  of  raw  materials  and  reducing  the  stock  to  a  normal 
quantity  and  value.  This  plan  did  not,  however,  remedy  the  condition  of 
the  fixed  assets  which  had  been  affected  by  an  almost  unlimited  program 
of  construction.  Thus  while  many  corporations  were  able  to  liquidate 
their  inventories  by  careful  buying,  the  fixed  properties  remained  at  full 
value.  This  resulted  in  a  low  proportion  of  current  assets  and  an  excep- 
tionally large  amount  of  fixed  assets.  A  comparative  balance  sheet  would 
reveal  these  changes  in  the  financial  condition  which  are  seemingly  so 
important. 

Comparative  Profit  and  Loss  Statements. — ^Having  covered  the  require- 

menta,  form,  and  preparation  of  the  comparative  balance  sheet,  we  will 
now  show  the  uses  of  the  comparative  profit  and  loss  statement. 

The  comparative  profit  and  loss  statement  serves  as  a  medium  for  com- 
paring the  operations  of  a  company  for  consecutive  or  designated  periods. 
The  periods  may  be  designated  as  annual,  monthly,  or  cumulative.  Annual 
profit  and  loss  statements  are  designed  to  show  the  comparison  between 
years,  monthly  statements  as  between  months,  and  cumulative  from  the 
beginning  of  a  period  to  a  given  date. 

The  real  need  of  the  comparative  profit  and  loss  statement  is  evidenced 
in  its  use  for  determining  prices,  eliminating  waste,  reducing  expenses,  and 
many  other  important  phases  of  business  which  it  serves  so  successfully. 

As  a  means  of  introducing  the  proper  form  of  a  comparative  profit  and 
loss  statement,  we  have  included  the  use  of  percentages  as  an  aid  in  bring- 
ing out  the  relationship  of  each  of  the  items  Ut  the  total. 

Percentages  and  Amounts. — From  this  point  in  the  assignment  it  will 
be  necessary  to  show  forms  and  uses  of  percentages ;  hence,  a  short  dis- 
cussion follows  relative  to  their  application  in  comparative  statements. 

The  selection  of  a  method  of  presentation  is  one  for  the  individual.  In 
many  instances  the  percentage  method  is  commendable.    Again  we  find 

AFsitnuncnt  29,  Page  10 


-d  by  Google 


many  instances  where  amounts  are  preferred.  From  the  practical  view- 
point the  better  method  calls  for  the  unity  of  percentages  and  amounts  as 
a  means  of  presenting  a  clear,  comprehensive,  and  analytical  statement. 

Percentages  may  be  used  advantageously  as  a  means  of  showing  the 
relationship  of  certain  items  to  the  total.  They  may  also  be  used  in  com- 
paring the  relationship  of  the  items  for  more  than  one  year.  Another 
very  important  feature  is  a  comparison  of  one  group  with  another  group 
in  the  same  period.  Percentages  are  easily  applied  and  bring  about  the 
same  result  obtainable  by  the  use  of  actual  amounts. 

The  Annual  Profit  and  Loss  Statement. — The  comparative  profit  and 
loss  statement  should  be  prepared  in  a  different  form  than  the  single  profit 
and  loss  statement  as  shown  in  Assignment  2,  This  is  due  to  the  "Increase 
or  Decrease"  column  which  is  usually  shown  on  a  comparative  statement. 
A  comparative  profit  and  loss  statement  extending  over  a  period  of  two 
years  is  shown  in  Figure  5. 

Figure  5  is  prepared  on  the  group-total  plan.  That  is,  the  cost  of  sales, 
selling,  and  general  and  administrative  expenses  are  treated  as  individual 
amounts.  -  i 

When  a  comparative  profit  and  loss  statement  is  prepared,  the  points 
of  most  interest  are  the  increases  and  decreases  and  the  percentages  of 
cost  to  the  total.  The  basis  of  percentages  is  the  amount  of  net  sales. 
This  can  best  be  illustrated  by  the  use  of  the  following  formula: 

1J» 

=  the  reciprocal  X  amount  of  the  costs  or  expensea  =  peteentage. 


Net  Sales 

Applying  this  formula  to  Figure  5,  1922  column,  we  have : 
UIO 


:  .000001851 


1640,000.00 

$280,000.00  X  .00000185  =  51.86% 

Proving  this  formula  we  have  the  following: 

iWOJOWM  -i-  ^40,000.00  =  51.86^ 

The  percentages  of  one  item  or  a  group  of  items  to  the  net  sales  may 
be  derived  from  a  single  year's  statement;  that  it,  without  use  of  the 
comparison.  Some  of  the  most  interesting  facts  are  presented  in  the  in- 
crease or  decrease  column. 

Comparative  Manufacturing  Statement.— The  cost  of  manufacturing 

schedule  is  used  in  connection  with  the  following  statements: 

Figure  15,    Comparative  Statement  of  Profit  and  Loss  for  the  Years 

Ending  December  31,  1921,  and  1922. 
Figure  7.    Comparative  Statement  of  Profit  and  Loss  for  the  Years 

Ending  December  31,  1921,  and  1922. 
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THE  WESTERN  MANUFACTURING  COll 
COMPARATIVE  PROFIT  AND  LOSS  STATEMENT- 
DECEMBER  31,  1921,  AND  1922 

1931 

PANY 

YEARS  ENDING 

iDcraaaa  or 

1933           •Decreaie 

|SB0,00a.00    BlOO.000-00 

10,000.00         3.000.00 

IHO,000.00    1  98,000.00 
380.000.00       5S.O0O-O0 
fll.SS 

1380,000.00    143.000-00 
48. IS 

L«sa  Rttuni  tad  Allovtn 
MET  SAL83         .... 

Ca>t  or  Sale*  (Pigure  8)  . 
P«r  cent  to  M«t  3il«e    . 

.   .   .    .     33B.000.0O 

Par  cent  to  Kit  SiUs     . 
SELLING  IIFIM3E3 

•  20,000,00 
M, 000. 00 
10.000.00 
30.000.00 
37.000.00 

1131,000.00 
34.38 

1  'S.OOO.OO 
B. 800-00 
•5,000-00 
3,000-00 
B.000-00 

•    B.BOO.OO 
1  34.300.00 

Shipping  sod  Dslivirj     . 

Tatil  Selling  Exptoi* 
Per  ctnt  lo  Het  Silca     . 

1139,000.00 
33.  B9 

Per  cent  to  Met  Sil*>     . 
GBHERAl  AKD  ADHI MI STRATI VB 

BIFEH3I3 

1  30,000.00 
BO.000-00 
1.300.00 
3,800.00 
6. BOO. 00 

•    6,000.00 

10,000-00 

100-00 

300.00 

1.600-00 

Tslepbone  ind  Telegrtph 
Stttionarr  *nd  FoaUgg  . 

.    .    .    .         3, GOO. 00 

Total  General  and  Adaini 
Per  coat  to  Hel  Sale* 

Met  Profit  froa  Operatlo 
Par  cent  to  Met  Salea    . 

OTHEB  IMCOn 

trttive  Mipanaai 

.   .   .  .  1  73,600.00 

•  90, BOO. 00 
16.78 

1  38, BOO. 00 

T.IS 

1  la.eoooo- 

1  17,300.00 

8     3,000.00 
17,000.00 

•  30,000.00 

t  SB, BOO. 00 

8    1.000.00 

s.ooo.oo 

8    8.000.00 
S  33.300.00 

MIPEK3ES 

Inlereat  Paid 

S  39,300,00 
.  .   .   .  1    9,000.00 

t  13,000.00 

4,000.00 

S  16,000.00 
S  43, BOO, 00 

1    3,000.00 
•BOO.  00 

S    2.600.00 

Mat  Profit  for  Period  (P 

Pire  3)  

.    .    .    -  t  31.700  00 

1  30,800.00 

Pitture  5.    Comparative  Profit  and  Loss  Statement 
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Ill  presentin^r  the  proper  arrangement  of  a  manufacturing  statement 
and  the  relationship  of  the  items  of  which  it  is  composed,  we  have  pre- 
pared the  following  schedule,  setting  forth  in  detail  the  various  items 
composing  the  total  cost  of  sales  shown  in  the  various  cases  to  which  ref- 
erence was  formerly  made  in  the  text. 

The  value  of  a  supporting  statement  of  this  nature  and  description  is 
inestimable,  in  that  all  the  details  are  confined  to  the  schedule,  the  total 
only  being  transferred  to  the  principal  statement.  The  details  of  this 
statement  may  be  included  in  the  cost  of  sales  section  of  the  comparative 
profit  and  loss  statement,  provided  they  are  not  too  numerous.  In  the  case 
presented  this  would  not  be  advisable. 


THE  WESTERN  MANUFACT 

COMPARATIVE  MANUFACTURING  AND 

—YEARS  ENDING  DECEHBE 

iDTenlory  of  ra«  luteriila  tt  begiimtDE  cf  period 

URING  COMPANY 
COST  OP  SALES  STATE 
Et  31,  1921,  AND  1922 

1931                1933 
1100,000.00    tsoo.ooo.oo 
.     195,000.00      346.000,00 
15,000.00       30,000.00 

.  1310.000.00    1565,000.00 
.    300,000.00      450,000.00 

.  1110,000.00    IllS.OOO.OO 
64,000.00        79,000.00 

MENT 

•Detreaae 

•100.000.00 

150,000.00 

6,000.00 

1365,000.00 
350,000.00 

•     6,000.00 
16.000.00 

Daduct  Raw  Hiurial  iDTsntoir  il  End  of  Pariod  .  - 

Cost  of  Ba«  Matariila  Usad  

ProaucliTB  Ubor 

Priae  Coal  of  Gooda  Mannfaclurad  ...   

HUraFACTDRIIG  EIPIMSU 
Snparinteiidaiica 

.     174,000.00 

.  •    6,000.00 
16,000.00 
9,000.00 
6,500.00 
3,000.00 
11,600-00 
4,000.00 
3,000.00 
3.000.00 

.  •  56,000.00 

.     136,000.00 

1366,000.00 

.     150,000.00 

194,000.00 

•  6,000. 00 
17,500,00 
10,600,00 

6,000.00 
3,500.00 
13,360.00 
4.500.00 
3,000.00 
3,760.00 

•  66,000.00 
ISO ,000. 00 

•410.000.00 
100,000-00 
•810,000.00 

60,000.00 
•360,000,00 

80.000,00 

20,000.00 

1     1.000.00 

3,500.00 

1,500.00 

500.00 

500.00 

760.00 

600.00 

1.000.00 

1.760.00 

•  10,000.00 
15,000,00 
146,000,00 
•60,000,00 
>  95,000,00 
•10,000,00 
S  86,000,00 
30,000,00 

Add:     InTentory  of  work  in  Procaaa  tt  BaginDlng 
of  Period 

Dadact:     Invantoi?  of  Work  In  Proceat  at  Cloae  of 
Ptriod  

.  1315,000.00 
60.000.00 

Add:     InTaBtorT  of  rinUhad  Gooda  »i  Baginniag  of 
Period  

.  •375,000,00 
50.000,00 

Deduct:     InvaDtorjr  of  Finiabed  Gooda  at  Bod  of 
Period  

Coat  of  Saloa 

.  •33G.00O.0O 

•380,000-00 

>  55,000.00 

Fistin  0.    Comparative  Manufacturing  and  Cost  of  Sales  Statement 
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A  majority  of  the  companies  operating  on  industrial  lines  are  organized 
for  profit.  Any  increase  or  decrease  affecting  net  profit  should  be  ex- 
plained.   In  Figure  5,  the  changes  may  be  explained  as  follows : 

Salea  and  Cmt  of  Salea.    1.  Sales  increased  $100,000.00,  which  ia  probably  tbe 
result  of  a  change  in  economic  conditions  or  sales  policies. 
2.  Cost  of  Sales  increased  $66,O0OJ». 

Figure  6  furnishes  the  amounts  comprising  this  increase. 

AMALISIS  OF  INCRU3I  OF  COST  OF  3ALB3 

SlsosntB  of  HinufaclurinE  Coat: 

IncrMas  in  Rm  Uateritls  Used t  6,000.00 

Incrttas  in  PrDductit«  Libor 16,000.00 

Increia*  in  Hinafacturing  Eifenas  10,000.00 

Total  Increaae  in  Coats 130,000.00 

Cbaage  in  Work  in  ProcsaB  Invcntoriot: 

Froa  <n  inertiBe  in  InTontorjr  at  beginning,  of 116,000,00 

To  a  d«creaao  in  Invantor;  at  end,  of 60,000.00 

Hakea  a  toul  decreaae  of 66,000.00 

IncreasB  in  Coat  of  Finiebtd  Goode  Hanufacturad    196,000.00 

Change  in  Finiahed  Goods  Invintoriaa: 

From  a  dscrsaaa  in  Inventory  at  beginning,  of  110,000.00 

To  an  incraaae  in  Inventoiy  at  and,  of    30,000,00 

Hakaa  a  total  increaae,  of     40.000.00 

Increaea  in  Coat  of  Gooda  Sold  166,000.00 

Figure  5  shows  the  percentage  of  cost  of  sales  to  net  salea  as  50.9  for 
1921  and  51.86  for  1922.  This  shows  that  the  cost  has  actually  advanced 
.95,  or  less  than  1  per  cent. 

The  Selling  Expenses. — The  selling  expenses  show  the  following 
changes: 

1.  Salesmen's  salaries  have  decreased  $8,000.00.  This  may  be  due  to  the  Uberal 
commisBion  policy  which  the  company  had  adopted  and,  because  of  this,  de- 
cided to  reduce  the  salaries.  It  may  be  due  to  a  desire  to  gradually  work 
toward  a  straight  commiseion  basis. 

2,  Commissions  have  increased  in  proportion  to  the  increase  In  sales. 

S.  Traveling  expenses  have  decreased  $6,000.00  altho  the  sales  increased 
$100,000.00.  This  Indicates  a  favorable  condition,  as  the  company  is  able  to 
market  a  larger  amount  of  product  on  a  smaller  expenditure  of  traveling 
expenses.    This  may  also  denote  an  Increase  in  orders  by  maiL 

4.  Freight-out  and  shipping  and  delivery  increased  $2,000.00  and  $5,000.00 
respectively,  which  is  favorable  with  an  increase  in  sales. 

The  general  and  administrative  expenses  have  increased  $16,900.00, 
composed  of  the  following  items : 

1.  The  executives'  salaries  increased  $6,000.00.  This  is  purely  a  point  of  the 
policy  of  the  board  of  directors. 

2.  The  ofHce  salaries  increased  $10,000.00,  which  is  in  accordance  with  the  extra 
work  brought  about  tliru  the  increase  in  sales. 

8.  The  increase  in  telephone  and  telegraph  and  miscellaneous  racpenses  is 
nominal  and  is  of  little  importance  as  compared  with  the  other  items. 

Other  Income  and  Expenses. — The  increases  or  decreases  in  other  in- 
come and  expenses  are  of  less  importance  than  those  connected  with  the 
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operationa.  The  amount  of  discounts  allowed  is  dependent  upon  the  dis- 
counting policies  adopted  by  the  trade.  Likewise,  the  amount  of  discounts 
received  is  dependent  upon  the  jwllcy  of  the  Western  Manufacturing  Com- 
pany. Discounts  allowed  or  received  cannot  be  based  on  sales  or  purchases. 
They  are  contingent  upon  the  financial  policies  of  the  seller  and  buyer. 

Value  of  the  Comparisons. — We  have  carefully  explained  the  increases 
or  decreases  appearing  in  the  comparative  profit  and  loss  statemoit,  and 
will  now  consider  the  value  of  the  comparisons. 

1.  The  flaloB  increaeed  222  per  cant. 

2.  The  cost  increased  from  50.90  per  cent  of  net  sales  to  B1.86  per  cent.  We 
have  previously  explained  this  increase  as  due  to  the  increase  in  coat  of 
materialB,  labor,  etc 

8.  The  selling  ezpenaea  decreased  from  27.66  per  cent  of  net  sales  to  24.26  per 
cent,  or  8^  per  cant  of  the  net  sales.  Tlua  denotes  a  possible  increase  of 
sales  thru  oraers  by  mail  or  the  result  of  a  better  sales  force. 

4.  The  genera)  and  administrative  expenses  Increased  .11  per  cent,  which  has 
no  real  importance. 

6.  The  net  profit  from  operations  Increased  2.3S  per  cent  of  net  sales,  proving 
that  a  larger  volume  of  sales  will  also  produce  a  corresponding  increase  on 
the  margin  of  profit. 

Regardless  of  the  use  of  the  statement,  the  facts  aforementioiied  are 
of  vital  interest.  They  show  clearly  that  the  cost  of  goods  is  nearly  stand- 
ardized, that  the  selling  expenses  may  be  reduced  in  per  cent  to  total  by  a 
larger  volume  of  sales,  and  that  the  general  and  administrative  expenses 
are  subject  to  slight  fluctuation  and  may  have  reached  the  maximum 
amount. 

In  Figure  7,  we  show  a  form  of  annual  comparative  statement  illus- 
trating the  percentage  relation  of  each  class  of  expense  to  the  group  total. 
All  computations  in  this  statement  are  based  on  net  sales. 

This  statement  is  of  especial  value  where  an  analysis  of  each  group  is 
desired.  In  Figure  5  we  considered  each  group  as  a  total.  Where  the 
banker,  the  management,  or  the  stockholder  desires  to  analyze  the  per 
cent  of  each  to  the  net  sales,  this  statement  will  be  of  grater  value.  The 
percentages  are  shown  individually;  hence,  the  information  is  now  av^- 
able  for  their  use. 

The  detailed  percentage  statement  is  not  always  necessary,  but  where 
a  condition  arises  similar  to  that  outlined  above  it  should  be  substituted  in 
place  of  the  form  given  in  Figure  5.  The  reader  should  be  governed  by 
the  requirements  of  his  particular  case. 

Many  people  become  confused  when  they  are  reviewing  comparative 
statements.  This  is  due  to  the  vast  amount  of  detail  included  in  the  state- 
ment.  This  confusion  may  be  avoided  by  the  use  of  a  summary,  which 
tends  to  bring  out  only  the  very  important  factors.  This  form  of  state- 
ment  is  easily  constructed,  easily  read,  and  might  be  stated  as  self-expl^ia- 
tory.  It  is  of  special  value  to  the  busy  executive,  banker,  and  others  who 
desire  only  concrete  information. 
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Collecting  the  items  appearing  in  Figure  5  we  have  the  following  sum- 
mary: 

SDMURI  OP  IHCRUSIS 

Increaie  in  Hat  SsUi S  98,000.00 

lacrMis  in  Coil  of  3il«i SS, 000.00 

Incraaia  ia  QroM  Profit  fro*  oparatioas I  43,000.00 

Incraaaa  in  Sallini  Bipansea  I.SOO.OO 

Incraaae  in  Hat  Trading  Profit  I  34,300.00 

Incraaaa  in  Ganara!  and  Adniniatrative  Eipanaaa     .   .   .      16, MO. 00 

Increiaa  in  Hat  Profit,  from  Oparationa S  17,300.00 

Increasa  in  Otbar  Idcobc— Nat 3,500.00 

Incraaaa  in  Hat  Profit  for  Period     t  30,800.00 

Two  very  important  facts  are  presented  in  this  summary : 

1.  Selling  expeiise  is  to  an  extent  predetennined  in  character,  that  is,  it  does 
not  fluctuate  in  proportion  to  the  sales. 

2.  A  consistent  policy  of  discounting  purchases  is  now  in  effect. 

It  is  interesting  to  learn  from  the  foregoing  summary  of  increases  that 
$98,000.00  increase  in  sales  produced  an  increase  in  net  profits  from  opera- 
tions amounting  to  $17,800.00.  This  was  due  to  an  increase  in  cost  of  sales 
amounting  to  $55,000.00,  selling  expenses,  $8,800.00,  and  general  and  ad- 
ministrative expenses,  $16,900.00.  Why  is  this  of  special  importance?  It 
brings  out  clearly  the  fact  that  a  company  must  maintain  a  certain 
operating  expense,  and  that  it  is  possible  to  increase  the  volume  of  sales 
without  adding  a  proportionate  amount  to  the  selling  and  administrative 
expenses. 

In  many  instances  the  question  arises  concerning  the  value  of  com- 
parison. Comi>arison  not  only  discloses  the  amount  of  the  increases  and 
decreases,  but  also  portrays  the  relative  importance  of  the  items:  viz.,' it 
shows  the  increase  of  an  expense  to  be  in  proportion  to  an  increase  in  pro- 
duction or  sales,  or  it  shows  the  increase  in  expense  to  be  entirely  out  of 
proportion  to  the  increase  in  sales. 

Comparison  between  years  or  periods  has  certain  values  in  price  fbdng 
which  are  of  especial  importance.  The  management  of  the  Western  Man- 
ufacturing Company  is  contemplating  a  reduction  of  costs  prior  to  a  pos- 
sible adjustment  of  selling  prices.  The  cost  of  sales  statement.  Figure  6, 
discloses  the  items  of  cost  which  might  be  reduced  in  part,  also  those  which 
would  remain  fixed  regardless  of  the  fluctuation  in  sales.  This  refers  to 
depreciation,  taxes,  insurance,  and  other  similar  items.  It  would  also  dis- 
close the  tendency  to  increase  certain  elements  of  cost  entirely  out  of  pro- 
portion to  the  fluctuation  of  sales.  Thus,  if  the  management  ascertained 
that  the  costs  were  entirely  too  high  an  attempt  should  be  made  to  reduce 
them  to  a  normal  basis.  The  use  of  percentages  to  the  total  serves  as  a 
valuable  aid  in  standardizing  the  costs  of  the  various  materials  and  ex- 
penses used  in  production. 

The  principle  underlying  the  analysis  of  the  elements  of  cost  also 
appUes  to  the  selling  and  general  administrative  expenses.  Where  an 
expense  has  increased  without  a  valid  reason,  the  mcrease  should  be. in- 
vestigated to  determine  if  it  is  necessary,  or  if  there  is  a  way  to  reduce  it 
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to  a  normal  basis.  The  comparative  statement  would  aid  materially  in 
the  control  of  expenses  due  to  the  changes  disclosed  in  the  "Increase  or 
Decrease"  columns. 

Cumulative  Comparative  Profit  and  Loss  Statement— What  has  been 

said  regarding  the  value  of  annual  comparisons  applies  to  the  cumulative 
comparison.  By  this  is  meant  the  comparison  of  operations  for  two  or 
more  months,  or  the  operations  from  the  beginning  of  the  period  to  the 
date  of  comparison. 

The  Western  Manufacturing  Company  realized  a  profit  of  (42,500.00 
for  the  year.  This  does  not  mean  that  one-twelfth  was  earned  each  montti. 
This  is  the  ordinary  conception  of  an  annual  profit.  This  is,  of  course,  mis- 
leading where  a  company  has  a  seasonal  business,  or  when,  during  certain 
months  of  the  year,  the  earnings  are  below  the  average. 

In  many  instances  the  subnormal  months  or  conditions  may  be  dis- 
covered by  the  use  of  cumulative  comparative  statements.  They  also  show 
the  amount  of  merchandise  required  to  produce  a  given  volume  of  sales. 
Likewise,  they  may  denote  a  x)eriod  of  the  year  when  a  normal  stock  of 
merchandise  would  be  unnecessary  on  account  of  the  subnormal  turnover. 

The  form  of  this  statement  is  shown  under  Figure  8. 

WESTERN  MANUFACTURING  COMPANY 

CUMULATIVE  COMPARATIVE  PROFIT  AND  LOSS  STATEMENT 

FOR  TEN  MONTHS  ENDED  OCTOBER  SI,  1921,  AND  1922 

Tsn  Honlbi      %  to    Tan  MoDthi      %  to      Incrtita 

•nled  l«t  and«d  Nat  or 

10/31/1921      SaUa    10/3I/1B23      Silai    •Dtcreii* 

SALtS  tSBl.OOO.OO  S4S0,OOO.DO  108.000.00 

L«ii  Btturni  lod  AlloMneei 7,500.00  8,100.00  800.00 

|r«l  3(I«i 1384,500.00    100       HGl.aOO.OO    100       t87,UO.0O 

COST  OP  3ALE3  303,000.00      G3.S      333.000.00      51.6      31,000.00 

CroM  Profit  froB  Operitiona     .   .   .   .1183,600.00  47. E  1318,900.00  48.4  138,400.00 
SELLIHG  EIPIHSES 

Stliunen'a  SaUriee I  19,000.00       4.9  I  17,000.00  3.B  1*3,000.00 

CDumlisiana  38,450.00  10.  45,190.00  10.  6,740.00 

IrtTaling 13,500.00       3.3  3,300.00  1.8  U, 300. 00 

Fraigbt  Out  15,000.00        3.9  16,000.00  3.5  1,000.00 

Shipping  and  Daliverr  18,300.00       4,8  33,500.00  5.  4.300.00 

Total  Sallias  Eipanaaa •103,350.00      36.0    1101,890.00      34.1    S  5,040.00 

l«t  trading  Profit t  79,350.00  30. «  1110,010.00  34.3  130,780.00 

asnUL  AND  ADHIKI3TRATIVK  EIFEH3ES 

Eiscutira  Saliriaa 130,500.00  5.3  135,000.00  5.S  14,500.00 

Offica  Saltriaa  33.000.00  8.8  41,600.00  B.3  8,600.00 

Telapbana  and  lalagnph 1,000.00  .3  1,000.00  .2 

StatioDirj  and  Poataga     3,000.00  .5  3,300.00  .6  300.00 

HiBcaUaDaoua 4,300.00  1.1  5,500.00  1.3  1,300.00 

Total  Ganaral  and  AdminiatratiTa 
Eipenaea.   ...   I  80,700.00      16.7    S  75,400.00      lfl.7    114.700.00 

lot  Profit  or  Log*  fran  Oparationa.   .  •  18,550.00       4.9    I  34,010.00        T.O    lie.OM.OO 

•DacraaiB  -  =  = 

FiKore  6.    Cumulative  Comparative  Profit  and  Loss  Stataooit 
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The  value  of  this  statement  is  based  solely  on  its  use  in  showing  the 
trend  of  the  business  before  the  close  of  the  year.  It  usually  is  prepared 
for  the  use  of  the  management  and  is  generally  considered  of  most  impor- 
tance when  used  in  a  like  capacity.  The  comparison  is  similar  to  that  of 
the  annual  statements,  the  only  difference  being  in  the  period  of  time 
over  which  it  extends.  The  preparation  and  use  of  this  statement  is  of 
course  dependent  upon  the  general  accounting  policies  of  the  company; 
viz.,  the  inventory  records,  closing  the  books,  etc. 

The  analysis  of  a  statement  does  not  consist  in  merely  locating  the 
small  differences.  The  comparison  sets  forth  clearly  all  differences  con- 
tributing to  the  ultimate  increase  or  decrease,  and  all  stress  should  be 
centered  on  those  items  which  represent  the  greater  part  of  the  total. 

Reading  a  financial  statement,  considering  the  comparisons,  under- 
standing their  relationship  to  the  other  accounts,  and  planning  for  the 
future  on  experience  of  the  past  are  all  highly  valued  factors  in  the  busi- 
ness training  which  the  successful  financial  executive  should  obtain. 

A  few  facts  may  be  readily  obtained  from  Figure  8,  covering  the  ten- 
month  period  ended  October  31,  1921.  The  profit  amounted  to  $18,550.00 
as  compared  with  $34,610.00  for  the  same  period  of  1922.  The  net  profit 
of  $18,550.00  for  the  ten  months  ended  October  31,  1921,  was  equivalent 
to  4.7  per  cent  of  the  net  sales,  while  the  profit  for  the  same  period  of 
1922,  amounting  to  $34,610.00,  was  equivalent  to  7.6  per  cent  of  the  net 
sales.  The  real  v^ue  obtained  from  the  cumulative  amounts,  taken  from 
the  totals  thus  ascertained,  serves  as  a  basis  for  estimating  the  annual 
result,  and  may  be  used  with  a  certain  degree  of  accuracy. 

The  items  comprising  the  greater  part  of  the  increase  in  cost  and  ex- 
penses, as  shown  in  Figure  8,  may  be  summarized  as  follows: 

Coit  of  3il«a  131,000.00 

GoMiiiiona 6.740.00 

BMCutlve  Silariea 4,SOO.O0 

Office  Silsriee  8,600.00 

Due  consideration  must  be  given  to  each,  in  the  order  in  which  they 
appeiu-  above.  The  percentage  costs  of  sales  for  the  two  ten-month  periods 
are  given  below: 

Ttn  Nantbs  Ending  October  31,  1931 63.5% 

Isn  Honlb*  EDdiDB  Oclobsr  31,  1933 SI. 6 

Dtcreiitt 9% 

The  commissions  increased  in  the  same  proportion  as  the  sales;  hence 
this  does  not  affect  the  ultimate  result. 

The  executive  salaries  for  the  two  ten-month  periods  are: 

Ten  Nontbi  Ended  October  31,  IB31 5.3% 

I«n  HontliB  Endtd  October  31,  1933 5.5 

IncreSM 3% 

The  office  salaries  for  the  two  ten-month  periods  are: 

Ten  HonthB  Inded  October  31,  U31 S.S% 

Ten  Honths  Inded  October  31,  1933  9.3 


lacntaa '% 

», 
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If  due  care  has  been  £:iven  to  the  points  outlined,  it  is  easily  seen  that 
a  means  of  bettering  the  condition,  as  brought  before  the  management 
of  the  Western  Manufacturing  Company,  would  be  to  reduce  the  salaries 
to  conform  to  a  standard  based  on  previous  amounts.  This  may  be  impoa- 
sible,  much  less  practical,  to  maintain  the  height  of  efficiency ;  hence,  this 
problem  is  one  to  be  solved  by  the  management.  In  any  event,  the  facts 
have  been  placed  before  the  management  by  the  use  of  the  comparative 
profit  and  loss  statement. 

D^artmental  Comparative  Profit  and  Loss  Statements.— Many  of  the 

large  industries  are  divided  into  distinct  units  known  as  "departments." 
In  some  instances  these  departments  represent  a  medium  for  producing  a 
completed  article,  while  in  othera  only  a  part  of  the  work  is  performed. 
In  either  event  the  business  may  be  depajtmentalized  to  such  an  extent 
that  the  results  of  each  department  may  be  obtained.  It  has  been  truth- 
fully said,  "A  chain  is  no  stronger  than  its  weakest  link."  If  a  company 
is  operating  one  or  more  departments  at  a  loss,  the  best  plan  would  be 
either  to  remedy  the  condition  or  discontinue  that  part  of  the  product. 
This  of  course  is  a  problem  for  the  management.  A  comparison  may  be 
made  of  the  same  for  different  periods  as  outlined  in  Figure  9. 


WE>STERN  M.ANUPACTUItING  COMPANY 

1 

COMPARATIVE  DEPARTMENTAL  PROtlT  AND  LOSS  STATEMENT             | 

YEARS  ENDING  DECEMBER  31 

1921,  AND  1922 

Far  Cam 

1931 

1033 

Departaant 

Departaent 

*De create 

SALBS  

.    .  «20,000.00 

1360,000.00 

S4O,DO0.Oa 

13.5 

L««a  Iletunii  tod  Allavincts  .... 
H.t  3il«t  

.  .      e.ooo.oo 

.  .  ssu.ooo.oo 

7,000.00 

1353,000.00 

1,000-00 

16.7 
13.4 

139.000.00 

180,000.00 
1173,000.00 

10,000.00 
139,000.00 

5.9 
30.  t 

Groia  Profit  froa  Opsniioni     .   .   . 

.  .  SIU.OOO.OD 

SELLING  EIPEH3E 

9,000.00 

6,000.00 

•3,000.00 

•33.3 

Fraighl-Out  

.    .   13,600.00 

14,000.00 

600.00 

3.7 

Shipping  and  DsIiTerr  

13,500.00 

18,000.00 

5,500.00 

44. 
8.7 
34.3 

•  86,300.00 

•  6,900.00 

.  1  04,600.00 

1  88,700.00 

S33,700.00 

GKHERAL  AND  ADHINI STRATI VK  EIPEH3ES 

.   •  18,000.00 

t  33,000.00 

S  (,000.00 

33.3 

10,000.00 
100.00 

Talapbone  and  TsUgripb 

700.00 

800  00 

14.3 

3utionai7  and  Supplisi 

1,600.00 

1,800.00 

300.00 

13,8 

4,300.00 

1.100.00 

34.4 

Total  Central  and  Adniniatritlve 

Eipenie  

Ret  Profit  from  Oparitiona 

■Dacreaaa 

.  148, BOO. 00 

1  83,800.00 
•  23,800.00 

115,400.00 

31.7 
41.8 

.   t  16,100.00 

1  6.700  00 

Fiifure  9.    Comparative  Departmental  Profit  and  Loss  Statement 
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The  comparison,  as  shown  in  Figure  9,  furnishes  information  relative  to 
the  eamingr  capacity  of  Department  B.  It  shows  the  increase  of  Depart- 
ment B  during  1922  over  Department  B  during  1921.  The  increase  of 
Department  B  during  1922  over  Department  B  during  1921  is  a  valuable 
feature,  serving  the  same  purpose  as  the  comparison  of  one  year  with 
another  in  the  annual  profit  and  loss  statement.  The  value  of  this  form 
of  comparative  statement  is  dependent  upon  the  desire  of  the  manage- 
ment, and  the  general  plan  and  layout  of  the  business. 

Comparative  Sales  Reports. — Comparative  sales  reports  are  of  special 
value  when  used  in  conjunction  with  the  other  statements.  They  show 
the  trend  of  sales  over  a -period  of  time,  and  may  be  used  to  advantage  in 
putting  on  a  sales  campaign,  fixing  commissions  on  sales,  and  other  impor- 
tant points  involved  in  the  management  of  a  company.  One  advantage  of 
the  sales  report  is  the  usual  plan  of  showing  the  sales  over  a  greater  num- 
ber of  years,  months,  or  other  periods  than  would  ordinarily  be  covered 
by  a  comparative  profit  and  loss  statonent. 

Cost  of  sales  and  gross  profit  may  be  shown  in  connection  with  the 
sales  report.  The  sales  report,  further  illustrated  by  the  use  of  the  graphic 
chart,  forms  a  very  interesting  report  for  the  management.  This  may  be 
prepared  monthly,  semi-annually,  or  annually. 

The  following  amounts  taken  from  the  accounts  of  the  Western  Manu- 
facturing Company  will  serve  as  a  basis  for  illustrating  the  use  of  these 
statements. 

Het  Cast  of  Grosi 

aal««  Salts  Profit 

1918  1339,000.00  llBfi.OOO.OO  1130,000.00 

191S  375,000.00  133,000.00  143,000.00 

loao  410,000-00  186,800.00  313,300.00 

1031  443,000.00  335,000.00  317,000.00 

1933  540,000.00  380,000.00  300,000.00 

The  above  amounts  would  be  stated  on  a  graphic  chart  as  shown  in 
Figure  10. 

The  graphic  chart  presents  an  actual  condition  which  existed  after  the 
close  of  the  War.  During  the  year  of  1919  many  companies  engaged  in 
the  manufacture  of  war  products  suffered  a  decline  in  sales  due  to  can- 
cellation of  contracts  by  the  U.S.  government.  Other  lines  of  business 
declined  on  account  of  the  demand  being  far  below  normal.  This  condi- 
tion continued  thruout  1919  and  1921.  The  year  of  1921  brought  a  nomi- 
nal increase,  which  continued  during  the  year  of  1922.  In  considering  the 
facts  presented  in  this  statement  the  reader  should  review  the  economic 
conditions  prevailing  during  the  years  of  1918  to  1922  inclusive. 

The  graphic  chart  presented  in  this  assignment  should  be  compared 
with  the  amounts  submitted  prior  to  the  chart,  and  these  amounts  should 
be  traced  carefully  thruout  the  entire  period.  The  numbers  ranging  from 
1  to  680  shown  at  the  left  of  the  chart  denote  amounts  in  thousands.  The 
heavy  vertical  line  at  the  right  of  the  year  is  used  as  the  basis  for  charting 
the  facts  for  the  year. 


A»*OT"9'^t^Cl»W»^C 


WESTERN  MANUFACTURING  COMPANY 


Figure  10.    Chart  showing  comparative  sales  report  for  five  years 
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Usiiig  the  Information. — The  real  value  of  comparative  statements  is 
reflected  in  their  uses.  The  trend  of  the  business  is  very  important.  Esti- 
mating for  the  future  is  also  very  important. 

We  have  learned  how  the  statements  are  prepared,  also  how  the  per- 
centages are  computed.  We  have  found  the  percentages  for  the  years  of 
1921  and  1922  to  be  as  follows: 

1833  «  |1B31 
Cost  of  3sl«i S1.8S%S0.M% 

Cott  of  StlliDg  34.se    3T.es 

Deatnl  ind  Adalniitntira  Coit ie.7e      le.eS 

l«t  Profit  froa  Dpantioni 7. IS       4. SO 

100%      100% 

We  have  determined  the  percentages  of  the  cost,  selling  expenses,  and 
gena^l  and  administrative  expenses.  This  information  is  placed  before 
the  management,  when  they  plan  ahead  for  the  year  of  1923. 

They  wish  to  determine  the  approximate  cost,  selling,  general  and 
administrative  expenses,  and  profit  based  on  annual  sales  of  $700,000.00. 
This  can  be  accomplished  by  the  following  method,  using  the  percentages 
of  1922  as  the  basis: 

BtllMttd  Sals*  for  IHS 1700,000.00 

lfl3S  1833  1833 

Cotl  of  StU* Gl.eG%  S3e3.8S0.OD 

Coit  Df  Stllint     34. Se        160,830.00 

Geasral  ind  Adainiitntiv*  Coit 16.78       117,330.00 

I«t  Profit  froa  OperttioDa  7.13         48,810.00 

1700,000.00 

This  is  purely  an  estimate,  but  it  illustrates  the  value  of  this  informa- 
tion as  an  aid  in  determining  the  future  policies  and  activities  of  the 
company. 

MAIN  POINTS  OF  THIS  ASSIGNMENT 
The  more  important  points  outlined  in  this  assignment  are  now  sum- 
marized as  an  aid  in  a  general  review. 

First:    Comparative  statements  of  the  more  important  type  are  divided 
into  four  groups. 

Comparative  Balance  Sheets. 
Comparative  Profit  and  Loss  Statetnenta. 
Comparative  Manufacturing:  Statements. 
Comparative  Sales  Reports. 
Second:    Comparative  statements  are  prepared  primarily  for  the  use 
of  the  management  as  an  aid  in  directing  future  fhiancial,  sales, 
costs,  and  general  policies  of  a  corporation.    This  with  other  added 
features  is  outlined  in  the  following  summary. 

{Disposition  of  profits. 
DirecUiig  Future  Policies. 
Expansion  and  Growtb. 

n» ,_,       I  Bond  laanea  and  Loans. 

™'*'"^       \  Collateral  Note  Financing. 
Special  StocUiolders. 


»<Sw^lc 


'  Third:  Disposition  of  profits  by  use  of  a  comparative  balance  sheet 
may  be  allocated  thro  the  medium  of  an  analysis  of  surplos,  and 
application  of  funds  statement. 

Fourth:  The  real  worth  of  a  comparative  balance  sheet  is  dependent 
upon  the  classification  of  the  different  accounts  of  which  it  is  com- 
posed. 

Fifth:  In  reading  financial  statements  the  entire  group  should  be  read 
simultaneously  in  order  that  all  facts  may  be  determined.  This 
usually  necessitates  the  preparation  of  a  balance  sheet,  analysis  of 
surplus,  and  a  profit  and  loss  statement. 

Sixth:   Profit  and  loss  statements  may  be  classified  as  f<dlow8: 

Annual  Cimiulative 

Monthly        Departmental 

Seventh:  Certain  classes  of  expenses  are  of  a  fixed  natore  and  do  not 
fluctuate  proportionately  to  the  sales. 

Eighth :  Reading  a  financial  statement,  considering  the  compuisons, 
understanding  their  relationship  to  the  other  accounts,  planning  for 
the  future  on  experience  of  the  past,  are  all  hi|^y  valued  points  in 
business  training  which  the  successful  financial  executive  should 


Ninth:  The  real  worth  of  any  comparative  statement  is  dependent 
upon  the  preparation  and  the  knowledge  of  the  individual 

Tenth:  Percentages  may  be  substituted  in  place  of  amounts  and,  in 
many  instances,  may  be  more  flexible  in  their  application.  The  use 
is  dependent  upon  this  condition  and  the  selection  should  be  made 
with  this  point  in  mind. 

Eleventh :  Sales  reports  are  equally  important  to  the  management  and, 
when  used  in  conjunction  with  a  graphic  chart,  are  a  clearer  illus- 
tration of  the  trend  of  the  business. 

Twelfth:  Future  profits  may  be  estimated  on  a  predetermined  sales 
program  by  using  the  percentages  of  the  various  elements  as  shown 
by  a  comparative  stat^ent  for  the  previous  year,  or  on  an  average 
over  a  group  of  years. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  29 

Prepare  and  send  to  solutions  for  all  of  the  followioK  proUems: 

(1)  The  trial  balances  of  the  Clark  Mercantile  Company  at  Deconber 
81.  1921,  and  1^2.  are  Bnbmitted  howwith. 

1931  itaa 

Caih I        B.000.00  I       T.BM.OO 

AccooBU  ItcsinbU 130,000.00  IM.OOO.OO 

loUi  BscaiTitil* 30,000.00  TB.OOO.OO 

Snndrr  AcGonnU  BaetiTtbli     ....  S,000.00  3,000.00 

iDTtitMnti 10,000.00  la.ooo.oo 

Und  «Dd  Buildiigi 130,000.00  113,000.00 

Fnnltar*  tnd  FiiUni T.OOO.OO  T. 000.00 

■atat  Piirtbla 

IccoonU  PajibU 

iccnied  TixM 

lecrntd  SiUrlai 

Baiarra  for  Dapraciatioa    

CipiUl  Stack 

SditIu 

Salt*  

Baturna  and  Allovancia  on  Salaa  .   . 

Parchaiaa  

Prarloai  InvaDtorr  

Fralgbt  an  Pnrchaiaa  

Biltaatn't  Salariaa  and  Coniaatoaa 

TraTallDg  lipaiaaa  

HiacallaBBODg  Iipaoaaa  

Officara'  Salariai 

Offica  Salariaa  

lalaphona  and  Telagraph  

Offlc*  SappHaa  tod  SutUnaij  .  . 

Bapraclatloa  

Diaeouiita 

InanriBca  

MlacallinioDa  idaUlatratlTa  Ixpanaa 

•1,398,300.00  11,833,800.00  ■1,IG3,3D0.D0  ■1,333,300.00 

In  addition  the  following  items  are  sabmitted: 

December  SI,  1921  December  31. 1922 
Merchandise  Inventory                     (160,000.00  $166,000.00 

Office  SuppUes  and  Stationery  600.00  700.00 

Unexpired  Insurance  2,000.00  2.200.00 

From  the  foregoing  tasia  prepare: 

(a)  Comparative  balance  sheet. 

(b)  Comparative  profit  and  loss  statonent  with  detailed  percentages. 


Anrfgimumt  V,  Fac».S 


t 

UB.OOO.OO 

■ 

13,000,00 

rs, 100.00 

B,000.00 

B.BOO.OO 

13,300.00 

13.000.00 

1B0,0D0.00 

190,000,00 

11, BOO. DO 

198,100.00 

631,000.00 

1 

..IBB.BOO.OO 

1,500.00 

10,900.00 

130,000.00 

160.000.00 

SB, BOO. 00 

1B,000.00 

10,100.00 

13,000.00 

IB. 000.00 

1,300.00 

1,000.00 

7.900.00 

7,300.00 

4,300.00 

3,700.00 

13,000.00 

11,100.00 

1,000.00 

3,300.00 

1,000.00 

1,000.00 

(2)  The  Milton  Aatomobile  Company  earned  a  sabstantial  profit  durins 
the  calendar  year  of  1922.  The  management  presents  the  following  bal- 
ance sheet  and  other  data  concerning  the  operations  for  the  purpose  of 
ascertaining  the  disposition  of  the  earnings. 

MILTON  AUTOMOBILE  COMPANY 
COUPAKATIVE  BALANCE  SHEET  AT  DECEMBER  Zl,  1921,  AND  1B22 

iSSRS  1931  1>33 

CiBh I  15,000.00  I  13.000.00 

D«po*it(  litb  Hiaafacturira  10,000.00  SO^OOO.OO 

Account!  Bacalvtbla  IBS. 000.00  ITO.OOO.OO 

Kates  BeceinbU SOO.000.00  SIB.OOO.OO  . 

In  veil  tori  <f 

Htw  Cir* 60,000.00  BB.000.00 

Used  Cart  60,000.00  SO, 000.00 

BapsirPirU 35,000.00  30,000.00 

Oil,  Greiee  *nd  Suppllea 5,000.00  8,000.00 

Land 30,000.00  30,000.00 

Building .   .  80,000.00  B5,000.00 

SaUiroDB  and  Ginge  Bqaijaant 30,000.00  30,000.00 

Office  Furaitura  and  riiUraa 5,000.00  5. 000. 00 

Prepaid  Inaurance  1.000.00  1,300.00 

1786,000.00    use, 300. 00 

LUBILITItS 

iDtea  Pa;abla t  30,000.00  130,000.00 

Aceounta  Fajabla     10,000.00  13,000.00 

Accrued  Vagaa  and  laiei  B, 000. 00  t, 300. 00 

Beaerre  for  OepreciaUsn 18,000.00  33,100.00 

CapiUl  suck 600,000.00  600,000.00 

Surplat  333,000.00  3TS,BD0.OO 

1786,000.00    IBS8,300.0D 

ANALYSIS  OF  31IBPUI3  ACCOtUT,  DBCBlBBIt  31,  1933 

Balance  at  BsginninB  1333,000.00 

Profit  for  Pariod 73,900.00 

«309,»00.00 
Caah  DlTidanda  Paid 30,000.00 

BaliDce  at  Cloaa  .   1376,900.00 

From  the  foregoing  you  are  requested  to  prepare: 

(a)  A  properly  classified  balance  sheet. 
<b)  An  application  of  funds  statement. 
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(8)  The  Tilman  Manufacturing  Company  has  operated  a  new  depart- 
ment for  the  past  two  years  and  submits  the  following  data  relative  to  the 
results  of  this  division,  known  as  Department  B. 

nLHAN  MANUFACTURING  COMPANY 

DBTAILS  IN  FACIOBT  LEDGER,  DEPARTMENT  B,  FOR  YEARS  ENDING 

DECEMBER  81,  1921,  AND  1922 

1931  1S33 

Kitarlil  PnrchiMd— Lnbar I13B,000.00  IISO.OOO.W 

IbtarUl  ParchiMl— Tenaor SG.DOO.OO  30,000.00 

Ibtariil  Parehittd— Hardnr* 10,000.00  19,000.00 

Kitarl«l  ParehiMd— PaiBt  ui  finiiab  .  7,500.00  10,000.00 

IbtarUI  FDrehaMd— Snndriai S, 000.00  7,000.00 

Ubai^ProdnetiTa 50,000.00  65,000.00 

Ulor-loapraductlva 10,000.00  15,000.00 

Ftctorr  Supplita 5,000.00  7.000.00 

I*ia>—Rail  md  Paraontl  Propartr  .   .   .  700.00  750.00 

loaaranca  600.00  600.00 

Daprsciittoi 1,600.00  1,600.00 

Bapaira  SOO.OO  1,100.00 

HiaCttlUnaona SOO.OO  1,000.00 

The  followinar  information  on  sales  and  inventories  is  also  submitted: 

1931  1939 

lal  Sila* 1300,000.00  H00,000.00 

Baa  Kitariil  InTaatarr  at  bagiiiDing  at 50,000.00  60,000.00 

Baa  Mitarial  InTaatoir  at  and  of  00,000.00  70,000.00 

Hark  In  Proceia  it  baBionins  of  86,000.00  70,000.00 

Hork  in  Procaaa  at  and  of  70,000.00  50,000.00 

Flniabsd  Qaeda  at  beEinDlng  of 48,000.00  56,000.00 

Pialibad  Gooda  at  end  of 69,000.00  05,000.00 

Takins:  into  consideration  the  foregoing  facts  you  are  requested  to 
prepare: 

(a)  Comparative  manufacturing  and  cost  of  sales  statement. 

(b)  In  addition  to  the  information  outlined  you  are  told  the  selling 
expenses  were  6  per  cent  and  6  per  cent  and  the  administrative 
expenses  were  8  per  cent  and  9  per  cent  for  the  respective  years. 
Calculate  the  net  opo^ting  profit  for  the  years  of  1921  and  1922, 
also  approximate  the  profit  for  1923  based  on  sales  of  $900,000.00 
and  percentages  computed  for  1922. 
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Assignment  30 

ANALYSIS  OF  FINAKCIAL  STATEMENTS 

GENERAL  REVIEW 


ONE  of  the  tnost  pitiful  and  biggest  problems  of 
business  is  the  man  who  stands  still;  he  is 
almost  always  the  man  not  willing  to  make  the  per- 
sonal  sacrifice  which  study  tequites  but  which  always 
pays  dividends  in  the  long  run. 
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ASSIGNMENTS  IN 

ELEMENTS  OF  ACCOUNTING  PRACTICE 

The  following:  are  the  subjects  covered  in  the  first  section  of  the  course. 
In  bold-faced  type  are  the  lessons  you  now  have  on  hand.  Printed  in  lighter 
type  are  those  yet  to  come.  They  will  be  mailed  to  you  regularly  about 
once  a  month  in  lots  of  five.  Should  you  be  able  to  handle  them  more 
rapidly,  the  University  will  send  them  faster  on  request. 

1.  The  Balance  Sheet 

2.  The  Profit  and  Loss  Statement 
'     S.    The  General  Ledger 

4.  Closing  the  Ledger 

5.  The  Journal 

6.  Closing  the  Ledger  by  Journal  Entry 

7.  The  Cash  Journal 

8.  Merchandise  Records — ^The  Purchase  and  Sales  Journals 

9.  >  Subdivision  of  the  Ledger 
10. ' '  Columnization 

11.  Promissory  Notes 

12.  Drafts,  Acceptances,  and  Bills  of  Lading 

13.  Auxiliary  Ct^h  Records 

14.  Other  Auxiliary  Books  and  Business  Papers 

15.  Finding,  Correcting,  and  Preventing  of  Errors 
16. .  Accrued  and  Deferred  Items 

17.  Depreciation  and  Uncollectible  Accounts 

18.  Partnership  Accounting — Formation — Operation 

19.  Partnership  Accounting — Dissolution  ProUems — Joint 

Ventures 

20.  Corporation  Accounting — Formation — Operation 

21.  Corporation  Accounting — Reorganizations — ^Mergers 

22.  The  Voucher  System 

23.  Factory  Accounting — Manufacturing  Statement 

24.  Factory  Accounting — Perpetual  Inventory — Cost  Sheets 

25.  Classification  of  Accounts 

26.  Single  Entry 

27.  Accounting  for  Nontrading  Concerns 

28.  Agency  Accounts — Branches — Consignments 

29.  Comparative  Statements 

3Q.     Anab'Sis  cf  Financial  Statements — General  Review 

Coprright  1922 
All  Rights  Rcwrved  in  All  Couotriei 

LaSaLLE  EXTENIION    I'NIVERMTY 

Priatol  in  the  U.S.A.  ^-,  . 

Digitized  by  CjOOQIC 


ANALYSIS  OF 
FINANCIAL  STATEMENTS 

AccouDtants,  credit  men,  business  manafrers  and  others,  whose  duties 
or  interests  require  them  to  examine  financial  statements,  have  developed 
an  abnost  uncanny  shrewdness  in  drawing  conclusions  from  the  flgurea 
presented. 

So  highly  developed  is  this  ability  in  some  men  that  they  are  credited 
with  possessing  a  "gift"  for  analysis  of  business  statements  and  statistics 
.  — an  acute  accounting  or  business  sense  which  is  denied  to  most  people. 

This,  of  course,  is  not  true.  Anyone  thru  continuaJ  contact  with  fig- 
ures, statements,  and  statistics,  who  will  "go  beneath  the  surface,"  or 
who  will  make  a  systematic  study  of  business  values  and  the  ratio  of  these 
values  to  each  other,  can  develop  just  such  an  ability. 

Purpose  of  AnalyriB.  The  rapid  development  and  expansion  of  our 
great  commercial  enterprises  has  necessitated  vast  amounts  of  borrowed 
capital.  Banks  will  not  lend  money,  investors  will  not  buy  stocks  and 
bonds,  in  fact  capital  will  not  be  advanced,  unless  some  knowledge  of  the 
financial  strength  of  an  enterprise  is  known  or  reasonably  assured. 

It  is  desirable  and  necessary,  therefore,  that  borrowers  furnish  banks 
well  prepared  statements  which  give  such  information  as: 

1.  Ability  to  meet  obligations 

2.  Security  or  value  back  of  owner's  interest 

3.  Profit  poasibilities 

Determining  the  financial  strength  of  a  business  undertaking  is  some- 
what analogous  to  the  work  of  the  civil  engineer,  who,  for  example,  is  ex- 
pected to  calculate  the  strength  of  materials  used  in  the  construction  pf  a, 
bridge  suitable  for  the  carrying  of  a  certain  load.  The  accountant  in  a 
similar  manner  should  weigh  the  financial  factors  that  establish  the 
strength  of  the  enterprise  under  examination. 

Conditions  Fundamental  to  a  Correct  Interpretation.  It  is,  of  course, 
obvious  that  statements  should  be  properly  constructed,  otherwise  any  at- 
tempt at  analysis  will  fail,  conclusions  will  be  erroneous,  and  action  based 
on  such  conclusions  is  apt  to  be  misleading. 

Among  professional  accountants  the  proper  form  for  balance  sheets 
and  profit  and  loss  statements  has  become  pretty  well  standardized.  In 
many  cases  the  form  is  prescribed  by  regulatory  bodies,  such  as  The  Inter- 
state Commerce  Commission,  Public  Service  Commissions,  State  Insurance 
Departments,  etc  Much  has  also  been  done  by  various  voluntary  asso- 
ciations of  concerns  operating  in  the  same  commercial  field  toward  stand- 
ardization of  financial  and  operating  statements. 
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It  is  equally  important  that  the  claasification  of  items  appearing  in  the 
statements  be  consistent.  Conclusions  cannot  be  safely  drawn  as  to  the 
trend  of  profits  or  expenses  from  one  period  to  another  unless  the  figures 
are  taken  from  a  classification  of  accounts  that  is  the  same  year  by  year. 
Likewise  the  items  should  always  appear  under  the  same  classification  in 
the  statements. 

With  these  fundamentals  always  observed,  the  correct  and  complete 
interpretation  of  financial  statements  depends  largely  upon  the  knowledge 
of  the  individual,  his  technical  training  and  experience  in  accounting  and 
business,  and  his  ability  to  recognize  the  impor^nt  factors  that  are  essen- 
tial to  an  analysis  of  statements. 

Major  Factors  in  Analysis  of  Balance  Sheet.  In  analyzing  a  balance- 
sheet  to  determine  the  financial  strength  of  a  business,  there  are  certain 
factors  to  be  considered.  Each  has  a  different  basis  and  serves  a  different 
purpose.    The  most  important  factors  of  balance  sheet  analysis  are: 

1.  Fixed  Capital 

2.  Worldng  Capital 
8.  Reserve  Strengith 
4.  Liquid  Strenirth 
6.  Owned  Capital 

6.  Borrowed  Capital 

Each  of  these  factors  can  best  be  illustrated  by  the  balance  sheet  of  a 
typical  business,  such  as  the  Central  Manufacturing  Company,  reproduced 
in  Figure  1. 

1.  Fixed  Capital  is  that  capital  which  is  invested  in  the  fixed  assets  of 
the  business,  less  any  funded  or  fixed  indebtedness  which  applies  to  such 
property.  This  is  the  amount  which  has  been  permanently  placed  at  the 
service  of  the  business  as  the  basis  of  its  operations.  It  represents  the 
margin  by  which  the  physical  properties,  together  with  any  permanent  in- 
vestments, exceed  the  fixed  liabilities,  as,  for  example,  the  capital  funds 
furnished  by  the  o^'ners  in  the  business. 

In  the  case  under  consideration  the  fixed  capital  is  determined  as 
follows: 

PUnl  ?npaitj.  <H«t) 1331,500,00 

InT«ala«atf.  Rex  Lumber  Compaaf  Bonds 30,000.00 

loUl 1341.500.00 

Leie— Firet  Horlgtge  Bonds 300,000.00 

Titti  Capital 1141,500  00 

The  amount  of  fixed  capital  is  an  important  factor  of  ccnnparison  in  the 
analysis  of  any  enterprise.  It  indicates  the  funds  tied  up  in  properties 
that  are  more  or  less  inactive,  except  as  a  means  of  iH^acing  the  product 
or  service  that  is  being  rendered. 
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2.  Wtn^ttng  Ci^ilta]  is  that  portion  of  capital  that  is  being:  actively 
used  in  operations.    It  is  determined  by  the  following  calculation: 

Current  AaiaU ISSfl.OOO.OO 

Deferred  Chargea  8,000.00 

Toui tsag, 000.00 

Leai  Currant  Liabilities  371,000.00 

VorkioK  CapiUl 1314,000.00 

The  amount  of  working:  capital  represents  the  funds  immediately  avail- 
able for  financing  the  operations  of  the  near  future.  Like  ^ed  coital  it 
is  very  useful  as  a  factor  for  comparison. 

8.  Reserve  Strength  is  represented  by  the  value  of  all  assets  io  excess 
of  the  current  liabilities. 

Current  Aaieti   1586,000.00 

luTeetaenti 30,000.00 

Flint  Property  131.500.00 

total 1937,500.00 

Leea  Current  Liibilitisa  376,000.00 

Baierra  Strength  1053,500.00 

This  computation  is  of  espe«^  interest  to  the  banker  negotiating  a 
loan,  since  it  indicates  the  security  in  excess  of  the  current  demands  of 
the  business. 

4.  Liquid  Strength  is  represented  by  the  total  of  the  assets,  which  can 
be  liquidated  into  cash  within  a  reasonably  short  time  under  normal  con- 
ditions. For  the  Central  Manufacturing  Company  the  liquid  strength 
would  be: 

Cart t  11,000.00 

Hotea  BaeeiTibl*  76,000.00 

Iccoanti  BeeeiTibla 336,000.00 

Finlsbel  Gooli  36,000.00 

Lfquid  Streostb S346.000.00 

This  is  also  of  especial  interest  to  the  banker  as  it  shows  the  amount 
available  for  the  immediate  liquidation  of  current  liabilities.  Notes  Re- 
ceivable of  officers  and  employes,  $15,000.00,  consists  of  notes  that  will 
not  be  paid  within  a  reasonably  short  time.  For  this  reason  they  are  not 
included  here  in  determining  liquid  strength. 

5.  Owned  Capital,  sometimes  called  'Invested  Capital,"  designates  the 
capital  paid  in  and  earned  and  is  represented  by  capital  stock  and  surplus. 
In  the  case  of  the  Central  Manufacturing  Company  the  owned  capital 
would  consist  of  preferred  and  common  stock  and  sun>luB. 
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Capiul  Stock: 

Preferred MOO, 000.00 

CenoD 300,000.00 

loUl iSOCOOO-OO 

StrploB  166,600.00 

Owned  ciflUl S4&t,G00.OO 

The  owned  capital  is  considered  very  important  in  ne^otiatinGT  loans  as 
it  represents  the  equity  of  the  owners,  which  in  case  of  bankruptcy  or  dis- 
solution, is  an  additional  security  to  the  holders  of  unsecured  clauns  against 
the  business. 

6.  Borrowed  Capital  is  that  part  of  capital  which  has  been  obtained 
from  outside  sources.  It  includes  both  the  funded  debt  and  the  current 
liabilities.    In  the  case  before  us  it  consists  of  the  following: 

Carreut  Liiltilillei 1376,000.00 

rnaded  Debt '. 300,000.00 

Borroved  CtpiUl 1176,000.00 

Since  certain  forms  of  indebtedness  are  usually  secured  by  definitely 
designated  properties,  either  thru  a  mortgrage  or  by  assets  assigned  as 
collateral,  it  is  important  that  borrowed  capital  be  considered  in  its  rela- 
tion to  the  security  given.  The  amount  of  b<H!Towed  capital,  as  a  whole,  is 
however,  one  of  the  prindpal  factors  in  testing  the  fmandal  strength  of 
any  enterprise. 

Comparisons  Provided  by  Bfajor  Factors.  By  the  use  of  certain  com- 
parisons in  the  major  factors  of  a  balance  sheet,  some  very  interesting 
facts  r^rarding  financial  strength  can  be  obtained.  First  we  shall  sum- 
marize these  fsctOTs,  together  with  the  amoants,  so  that  we  can  more 
easily  see  certain  relatims. 

1.  ««d  CiplMI 1141,800.00 

3.  Werking  CtpiUl 8U.000.00 

3.  Eeierra  Slrenitk 653,500.00 

*.  Llinid  Strenjth  8i6,000.00 

G.  Owned  CtpiUl 466.500,00 

B.  BoTFOved  CtpiUl 476,000.00 

We  thus  see  that  for  every  $100.00  of  owned  capital  invested  in  the 
enterprise  there  is  $31.06  employed  as  fixed  capital  and  $68.94  as  working 
capital.  This  means  that  over  two-thirds  of  the  invested  capital  is  being 
used  in  the  active  operations  of  manufacturing  and  trading.  It  also  indi- 
cates that  the  permanent  properties  back  of  the  stockholders'  interest  and 
their  securities,  in  case  of  forced  dissolution,  are  very  small. 

Another  interesting  and  important  fact  is  that  tiiere  is  now  $104.00  of 
borrowed  capital  for  every  $100.00  invested  by  the  owners. 

The  reserve  strength  of  the  bosinesa  indicates  that  there  is  $326.26 
worth  of  assets  for  each  $100.00  of  funded  debt,  and  $143.36  -worth  of 
assets  for  each  $100.00  of  invested  capital.    This  would  seem  to  indicate 
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that  altho  the  credit  of  the  business  had  been  used  to  a  considerable  ex- 
tent, the  creditors  as  well  as  the  owners  were  well  protected. 

Since  the  current  liabilities  amount  to  ?275,000.00  and  the  liquid 
strength  stands  at  $346,000.00,  it  is  evident  that  there  is  $125.82  of  liquid 
assets  to  satisfy  every  f  100.00  of  such  claims. 

RatioB  an  Aid  in  Analysis.  The  above  comparisons  show  that  valuable 
relationships  can  be  worked  oiit  for  eveiy  balance  sheet.  When  calculated 
on  the  basis  of  $100.00  it  even  provides  more  convenient  standards  for 
comparing  one  balance  sheet  with  another,  and  thus  weighing  their  rela- 
tive financial  strength.  Certain  credit  men  have,  therefore,  established 
fixed  ratios,  which  provide  a  uniform  method  for  testing  almost  any 
business.  ,  ^| 

These  ratios  may  be  grouped  under  two  main  divisions: 
Static  Ratios: 

1.  Current  Assets  to  Current  Liabilities 

2.  Accounts  Receivable  to  Inventories 
8.  Total  Debt  to  Owned  Capital 

4.  Owned  Capital  to  Noncurrent  Assets 
Velocity  Ratios: 

1,  Sales  to  Trade  Receivables 

2.  Sales  to  Inventories 

8.  Sales  to  Owned  Capital 
4.  Sales  to  Noncurrent  Assets 

The  ratios  in  the  first  group  are  called  static  because  they  rein^seait  the 
condition  of  the  business  as  reflected  by  the  state  of  the  assets  and  liabili- 
ties at  a  given  date,  viz.,  the  date  of  the  balance  sheet.  They  serve  as  a 
sort  of  quantitative  analysis  of  the  financial  factors  based  on  totals. 

Ratios  in  the  second  group  are  termed  velocity  ratios  because  they  indi- 
cate the  activity  of  the  business  as  reflected  thru  the  volume  of  sales.  Thia 
might  be  called  a  qualitative  analysis,  since  it  tends  to  show  the  possible 
activity  of  the  business. 

Using  th'e  facts  presented  on  the  balance  sheet  of  the  Central  Manufac- 
turing Company,  in  Figure  1,  we  shall  make  an  application  of  each  of  the 
ratios  which  have  been  mentioned. 

THE  STATIC  RATIOS 

1.  The  Ratio  of  Current  Assets  to  Current  Liabilities. 


UTB.OOO.OO       1 


The  above  ratio  of  2.18  to  1  indicates  a  good  financial  condition.    The 
ratio  of  2  to  1  is  usually  considered  fair  and  anything  above  that  consid- 
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ered  good.  This  ratio  may  fluctuate  to  such  an  extent  that  it  would  be 
impossible  to  fix  a  standard,  hence  all  conclusions  should  be  drawn  from 
the  individual  ratios.  A  showing  of  2.13  per  cent  denotes  the  ability  to 
liquidate  all  liabilities  with  a  1.13  per  cent  free  capital  for  otho:  purposes. 

This  ratio,  which  is  very  often  spoken  of  as  the  "current  ratio,"  may 
very  properly  be  termed  the  "pulse  of  a  business."  It  is  generally  held 
that  a  ratio  of  2  to  1  is  a  fair  average  for  most  businesses  under  normal 
conditions.  If  the  ratio  drops  below  the  adopted  standard  it  would  un- 
doubtedly denote  that  the  credit  condition  is  growing  poorer,  while  an 
increase  would  denote  a  general  improvement.  This  ratio  is  important 
and  shows  the  activities  and  trend  of  a  business  in  a  manner  which,  under 
ordinary  conditions,  may  be  relied  upon.  The  cnrrent  ratio  may  change  at 
different  periods  due  to  the  following  conditions: 

Ratio  decreasing  as  a  result  of: 

1.  Inability  to  liquidate  current  assets  while  current  liabilities  are  increasing. 
TUs  might  be  occasioned  by  a  decrease  in  collections  or  a  decline  in  the 
rate  of  turnover,  with  a  normal  amount  of  purchases. 

2.  Conversion  of  current  to  fixed  assets  thru  the  medium  of  capital  additions. 
Large  amounts  of  working  capital  expended  for  capital  additions  without 
additional  borrowed  capital. 

Ratio  increasing  as  a  reanlt  of: 

1.  Increase  in  sales. 

2.  Gash  contributions  by  the  stockholders. 

3.  Cash  received  thru  sales  of  stock  or  bonds.  This  resnlts  in  an  increase  in 
current  assets  without  Increasing  the  current  liabilities. 

The  ratio  of  Current  Assets  to  Current  Liabilities  is  commonly  used 
for  determining  the  financial  strength  prior  to  negotiating  short  tenn 
loans  or  granting  a  line  of  credit  by  a  financial  institution.  "Diis  ratio  may 
be  nsed  to  advantage  in  any  line  or  form  of  business. 

2.  The  Ratio  of  Accounts  Receivable  to  Invmtaries. 


SIGD.OOO.OO       1 

This  ratio  indicates  sufficient  inventories  on  hand,  if  converted  into 
sales,  to  produce  more  than  the  present  Accounts  Receivable. 

In  connection  with  this  ratio  it  is  important  to  remember  that  this 
method  involves  the  element  of  profit  in  the  merchandise  sold,  that  is,  the 
sales  when  made  and  entered  as  Accounts  Receivable  contain  an  element 
of  profit  which  is  not  considered  in  the  inventory. 

The  company  has  adopted  4/10 — 2/30 — Net  60,  as  the  terms  of  credit. 
Assuming  the  average  net  profit  of  the  Central  Manufacturing  Company 
to  be  20  per  cent,  the  adjusted  ratio  because  of  the  profit  element  would 
then  be: 


©.Cn^igle 


Accounts  BecsiTibls 1300,000.00 

l«>a  Profit  20% 83,SS8.8S 

AecDUDti  RtcaUablo — Coit  Talue SlSt,66S.eT 

iccoDaU  BoGoiribli — CoBt  Tiln* ll0e,B6t.BT 

iDvaotoriee 360,000.00 

tiee,06e.B7   .B7 

Batio= « — -.B7  to  1 

saeo.ooo.oo  i 
The  Aeconnts  Reeeivable  are  thos  found  to  be  e9tiiTaleut  to  two-thiids 
of  the  present  inTentoriea.  This  denotes  sufficient  inventories  on  hand  to 
supply  the  production  requirements  for  a  period  of  ninety  days,  viz.: 
$166,666.67  -i-  2  months  -  f8S,S3S.SS  X  8  months = ^,000.00.  bebag  the 
amount  of  the  present  inventory.  It  will  thus  require  up  to  Dinety  daya 
to  convert  the  merchandise  into  receivables  and  an  additional  thurty  to 
sixty  days  to  iret  the  proceeds  collected. 

It  would  be  inadvisable  to  advocate  carrying  accounts  receivable  at  cost, 
since  this  would  not  disclose  the  actual  amount  due  as  a  result  of  sales. 
It  is  also  important  not  to  attach  too  much  sigmificance  to  this  ratio  as  of 
any  single  date.  Averaged  over  several  periods,  however,  this  ratio  is  a 
valuable  guide  in  the  determination  of  proper  inventories. 

The  ratio  of  Accounts  Receivable  to  Inventories  is  usually  indicative  of 
business  normalcy.  A  company  maintaining  a  r^resentative  ratio  of  Re- 
ceivables  to  Inventories  is  usually  enjoying  a  uniform  volume  of  business. 

The  ratio  of  Accounts  Receivable  to  Merchandise  may  be  used  to  ad- 
vanta^  in  a  company  maintaining  a  fairly  representative  inventory,  for 
example,  manufacturers,  wholesalers,  retailers,  etc  This  ratio  would  be 
of  little,  if  any,  value  when  applied  to  extractive  industries  such  as  lumber, 
mining,  etc.,  where  the  company  carries  small  inventories  of  outside  mer- 
chandise and  ships  its  own  product  simultaneously  with  the  production. 

8.  The  Ratio  of  Total  Debt  to  Owned  CavitaL 

loUl  Dsbt HTB.OOO.OO 

Onad  Cipittl 4GS,G00.00 

StTI.OOO.OO    1.04 

Bitio= ■ "1.01  to  1 

HGS.GOO.OO        1 

This  ratio  is  dependent  upon  conditions,  because  in  a  seasonal  business, 
when  the  buying  is  at  a  high  point,  the  ratio  would  rise,  and  when  the 
business  returned  to  a  normal  basis  the  debt,  due  to  a  decrease  in  current 
liabilities,  would  likewise  decrease.  During  this  entire  period,  however, 
the  net  worth  would  remain  at  practically  the  same  amount.  Hence  in 
weighing  the  value  of  this  ratio  the  average  for  a  year  would  seem  pref- 
erable to  that  of  a  given  time. 

This  information  is  of  special  value  to  a  new  company  depending  en- 
tirely upon  securing  its  capital  thru  the  sale  of  stock  or  thru  loans  from 
its  stockholders  or  other  individuals.  It  may  also  obtdn  credit  in  the  form 
of  bank  loans  or  in  the  form  of  creditors'  accounts  by  purchasing  goods 

Assignment  30,  Pa^  8 


on  time.  Altho  in  many  instances  a  company  may  be  obliged  to  borrow, 
or  (^tain  credit  as  a  means  of  financing  the  ent^rise  during  tlie  early 
years  of  its  existence,  tlie  amount  of  credit  may  be  materially  reduced  thru 
the  acquisition  of  earned  capital  from  operaUons. 

Tlie  ratio  of  the  Total  Debt  to  Owned  Capital  may  be  applied  to  any 
line  or  form  of  business  enterprise.  The  application  is  similar  to  the  ratio 
of  the  Current  Assets  to  Current  Liabilities ;  viz.,  it  is  used  as  a  basis  of 
determining  facts  regarding  the  portion  of  the  total  capital  as  owned  and 
borrowed. 

4.  The  Ratio  of  Owned  Capital  to  Noacarrent  Assets. 

Refer  to  the  balance  sheet  of  Figure  1,  and  list  the  ncmcurrent  assets. 
niey  include  the  following: 

iBTagtaeati I  30,000.00 

PUDt  Fropsrtr S31,M0.00 

Dtferred  Chirgx 8,000.00 

Total  Hgncurrant  liiati S3t4,U0.00 

The  owned  capital  is  |465,500.00,  hence  the  computation  would  be — 

HGS.SDO.OO    1.32 


Ratio: 


ISU.GOO.OO        1 

This  ratio  shows  clearly  the  disposition  of  the  owned  capital.  The  full 
amount  of  the  noncurrent  assets  may  be  purchased  out  of  the  owned  capital 
and  an  amount  equal  to  S2  per  cent  of  this  value  remains  in  the  current 
assets. 

Two  other  cases  showing  the  application  of  this  ratio  to  certain  classes 
of  noncurrent  assets,  may  be  noted  as  follows: 

1.  Fixed  Assets.  Where  a  corporation  is  formed  and  incorporated  for 
the  purpose  of  manufacturing,  mining,  etc.,  the  capital  would  be  of  no 
value  unless  invested  in  a  manner  wherein  it  would  produce  additional 
capital,  hence  it  must  be  expended  in  part  for  land,  building,  machinery 
and  equipment,  or  other  mining  property,  equipment,  leases,  etc  Inas- 
much as  the  original  capital  was  expended  in  p^  for  these  items,  capital 
derived  from  future  earnings  may  also  be  expended  hkewise.  The  use  of 
a  ratio  tends  to  show  the  approximate  amount  of  the  original  and  earned 
capital  which  has  been  expended  for  the  fixed  properties. 

For  example  a  certain  corporation  in  one  of  the  western  states  showed 
the  followbig  ratio  (^  owned  capital  to  fixed  assets: 

Onad  Capital,  Daciibar  SI,  IB31 

Capital  Stock  11,600,000.00 

Surplus  600,000.00 

Total t3,000,000.00 

Total  Fiiad  Propartf  ■T00,000.00 

Bitio  Owntd  Capital  to  Piiod  Propirty 9.16  to  I 


80.  P<i«®t^Ic 


This  same  corporation  during  1922  acquired  additional  fixed  properties 
valued  at  $200,000.00  and  earned  $75,000.00  &om  operation.  The  ratio 
December  Si,  1922,  appeared  as  follows: 

Onad  Ctpitil,  DecsBbtr  SI,  1SS3 

CipiUl  Stock ll.SOO.OOO.OO 

Surplue  B7S,000.00 

n,07S,000.00 

Total  Fixad  Fropirtiai  1900,000.00 

Hallo  Ovnad  Capital  to  Fixed  Propartj S.3  to  1 

2.  Intangibles.  A  corporation  at  the  time  of  its  formation  frequently 
acquires  valuable  patents  in  return  for  a  certain  amount  of  the  capital 
stock.  These  patents  are  called  intangible  fixed  assets,  since  they  repre- 
sent an  investment  similar  to  that  of  the  fixed  properties.  That  is,  8  cer- 
tain value  has  been  acquired  thru  a  given  expenditure  of  a  i>art  of  the 
capital. 

To  illustrate  the  acquisition  of  intangible  prxHierty  and  its  relationship 
to  owned  capital,  the  following  formula  is  introduced: 

Kai  Worth,  DacaHbar  SI,  1S33 
Capital  Stock 

Aathoritod  and  laanad II, BOO, 000.00 

SuTTlua SOO.OOO.OO 

ToUl 11,000,000.00 

Total  iDtangiblaa 1100,000.00 

Ratio  Oned  Capital  to  IntanBlbloi 1  to  .90  or  S  to  1 

The  importance  of  the  ratio  of  Owned  Capital  to  Noneorrent  Assets  may 

thus  be  stated  as  two-fold,  viz: 

1.  It  may  diedose  a  tendency  to  deplete  the  Teaources  of  the  corporation  thru 
contlnuoiui  payment  of  overgenerona  dividends,  vithoat  eonsiderlnff  the  necea- 
aity  of  acquiring  other  property. 

S.  It  may  disclose  a  tendency  to  an  oTerisTestment  in  fixed  properties  thus  result- 
ing in  financial  embarrassment  or  disaster  because  of  InsufOdent  working 
capital. 

The  reason  given  under  (1)  can  be  corrected  since  this  would  only 
require  a  change  in  dividend  ptdicy,  with  a  possible  provision  for  retaining 
the  profits  until  a  substantial  reserve  for  plant  extension  was  accumulated. 

Under  conditions  (2),  however,  the  corporation  meets  a  situation  which 
may  eventually  prove  to  be  disastrous  if  it  is  unable  to  bring  in  new  capital 
thru  loans  or  an  issue  of  securities. 

The  ratio  of  Owned  Capital  to  Noncurrent  Assets  is  of  special  value  in 
extractive  industries  where  the  greater  part  of  the  capital  may  be  invested 
in  i^ber  and  mining  lands  and  thus  be  of  a  very  pennanent  nature.  The 
changes  in  ratio  would  then  be  brought  about  through  acquisition  of  addi- 
tional lands,  operating  those  owned,  and  increase  or  decrease  in  capital 
due  to  <^>erations.    This  ratio  is  most  effective  when  used  in  connection 

Assignment  80,  Page  10 


vGoogIc 


with  brandies  of  buBineas  reguiring  a  certain  ioTestment  in  land,  buildings, 
equipment,  etc.  Where  the  capital  invested  in  noncurrent  assets  is  com- 
paratively small  as  compared  with  the  total,  the  ratio  loses  its  real  sig- 
nificance. 

THE  VELOCITY  RATJOS 

Having  clearly  denoted  the  relative  importance  of  balance  sheet  anaba- 
sis by  the  application  of  static  ratios,  we  shall  now  take  up  the  velocity 
ratios,  which  serve  to  teat  the  quality  of  the  assets  back  of  the  statement. 

As  the  term  "velocity"  denotes  activity,  the  ratios  of  this  group  are 
confined  to  comparison  of  sales  with  the  accounts  resulting  from  sales. 
These  accounts  are  as  follows: 

1.  Accounts  Receivable 

2.  Inventories 

3.  Ovned  Capital 

4.  Noncurrent  Assets 

A  careful  study  of  these  accounts  will  illustrate  clearly  the  use  of 
velocity  ratios. 

1.  Sales  under  ordinary  terms  result  in  accounts  receivable. 

2.  Sales  come  from  Inventories,  either  In  crude  or  converted  form  with  profit 

3.  Sales  produce  a  profit  or  loss  which  affects  the  owned  capitaL 

4.  Sales  result  in  earnings,  which  may  be  used  for  the  purchase  of  noncurrent 
assets.    The  noncurrent  assets  are  essential  to  the  increase  of  sales  volume. 

Each  of  these  items  bears  a  direct  relation  to  the  others,  and  like  the 
static  ratios  shows  either  better  or  worse  financial  condition  at  different 
dates.  Let  us  assume  as  a  basis  for  illustration  that  the  net  sales  of  the 
Central  Manufacturing  Company  for  the  year  ending  December  31,  1^2, 
amounted  to  $891,000.00. 

1.  The  Ratio  of  Sales  to  Accounts  Receivable.  This  ratio  serves  as  a 
means  of  determining  the  rapidity  of  collections.  It  denotes  the  average 
number  of  times  a  company  can  convert  its  merchandise  into  cash  during  a 
given  period.  For  example,  the  Central  Manufacturing  Company  is  selling 
merchandise  at  the  rate  of  $891,000.00  net,  annually.  This  would  repre- 
sent average  monthly  sales  of  $74,258.00. 

The  terms  of  credit  are  3/10—2/30 — Net  60,  and  previous  records 
show  that  most  of  the  trade  is  not  taking  advantage  of  discounts.  Most 
payments  are  made  upon  the  expiration  of  a  sixty-day  period.  What  val- 
ues should  be  represented  by  the  accounts  receivable  at  December  SI,  1922? 

FACTS  A3  STATED 

Annual  Silea  tS91,000.00 

Montblr  ATSraga 7t,3BB.0O 

iccounti  Sacaivtbla 1300,000.00 

•300,000.00    3-7 

Hitio= = — -3.7  to  1 

>74,3S8.0O      1 
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The  sales  for  the  last  two  months,  or  as  the  terms  of  credit  denote, 
sixty  days,  amount  to  $148,516.00.    Hence  we  have: 


Coll«ctions  ln.irr«*ri  . 


This  denotes  a  ffeneral  decline  In  collection  activity,  which  eicpressed 
in  terms  of  time  would  be: 

$51,484.00  -i-  ¥74,258.00  =  69/100  of  30  days,  or  approximately  21  days 
in  arrears. 

There  are  a  few  exceptions  to  this  rule  which  must  be  considered  in 
making  this  computation. 

1.  Fluctuation  in  Sales. 

2.  Fluctuations  in  Returns  and  Allowances. 

8.  Doubtful  Accounts  Included  in  Accounts  Beceivable. 
In  the  preceding  paragraphs  the  plan  of  average  monthly  sales  was  in- 
troduced. It  should  be  borne  in  mind  that  averages  are  not  facts,  hence, 
in  drawing  final  conclusions  concerning  this  method  of  obtaining  ratios 
this  point  should  not  be  overlooked.  Merchandise  is  converted  into  ac- 
counts receivable  when  sales  are  made,  and  the  rapidity  of  conversion  ia 
dependent  upon  capacity  and  demand. 

The  ratio  of  Sales  to  Accounts  Beceivable  may  be  readily  applied  in  all 
lines  of  business  where  the  credit  policy  is  consistent.  If  a  company  is 
operating  on  the  basis  of  part  cash  or  C.  0.  D.  sales  and  part  credit  sales, 
this  ratio  would  be  of  little  value  unless  confined  to  credit  sales.  On  the 
other  hand,  if  a  company  is  selling  entirely  on  uniform  terms  of  credit, 
this  ratio  can  be  used  with  very  s^od  restdts. 

2.  The  Ratio  of  Sales  to  Inventories.  Under  normal  conditions  this 
ratio  is  fairly  uniform  and  therefore  is  a  good  test  of  eflScient  operations. 
A  corporation  maintaining  a  standard  average  of  sales  would  undoubtedly 
seek  to  maintain  a  more  or  less  uniform  inventory,  thus  avoiding  an  over- 
stocked condition. 

If  a  cotporation  can  turn  its  merchandise  six  times  each  year,  the  maxi- 
mum requirement  at  a  given  date  would  be  a  supply  for  two  months.  If, 
at  any  date,  the  inventories  are  found  to  be  less  it  would  denote  a  shortage 
in  the  materials,  or  trying  to  work  on  too  close  a  margin.  On  the  other 
hand,  an  overstocked  condition  indicates  danger,  as  in  most  instances  ma- 
t^ials  cannot  be  liquidated  without  a  heavy  loss.  The  tying  op  of  funds 
in  slowly  moving  materials  tends  to  increase  the  volume  of  capital  which 
is  more  or  less  inactive  or  unproductive. 

The  ratio  of  Sales  to  Inventories  may  be  used  to  advantage  where  the 
company  is  engaged  in  a  manufacturing,  wholesale,  or  retail  business.   The  ■ 
merchandise  inventory  must  be  an  important  factor  in  the  operation  in 
order  to  be  of  any  value  in  establishing  a  ratio.    For  example,  a  mining  or ' 
lumber  company  might  sell  products  valued  at  many  thousands  or  milhons 
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of  dollars.  Their  invratory  under  ordinary  circumstances  woold  consist 
of  a  small  amount  of  lumber,  camp  supplies,  repair  parts,  etc  This  state- 
ment is  made  on  the  assumption  that  the  company,  as  is  most  generally 
the  case,  ships  the  lumber  as  soon  as  it  is  ready  for  shipment. 

Taking  the  facts  of  the  Central  Manufacturing  Ck»mpany  the  computa- 
tion of  this  ratio  is  as  follows: 


Cost  of  Salsa  for  tbc  ;c*r-H.7l 

Applying  this  percentage  we  have: 

t891,OOO.OOXM.7S%-H77,189.aO 
•ST7,189.IO+13  =  M8,Oe9.1S  ^ODtbly  reqairMant) 
taBO,000.00+S48,OB9. 111  =  5. IS  (nubar  of  ■onthi  lupplT) 


The  significance  of  this  ratio  is  that  the  sales  are  equal  to  2.31  of  the 
total  inventories.  If  the  volume  of  sales  for  1923  is  maintained  equal  to 
those  of  19^,  it  will  be  necessary  to  purchase  materials  equivalent  to  2.31 
times  the  present  value  of  the  inventory.  This  ratio  will  therefore  be 
useful  in  making  plans  for  purchasing  and  production.  This  is,  of  course, 
based  on  the  assumption  that  it  is  desirable  to  carry  the  present  amount 
of  inventory. 

8.  Tlie  Ratio  of  Sales  to  Owned  CapitaL  The  purpose  of  developing  this 
ratio  is  to  determine  the  relative  use  of  capital  in  conducting  the  business. 
After  a  certain  ratio  has  been  established  as  to  the  amount  of  capital  nec- 
essary to  do  a  business  of  a  given  volume  of  sales,  any  fluctuation  will  In- 
dicate to  what  extent  capital  is  being  accumulated  beyond  profitable  in- 
vestment. 

Take  the  case  of  the  Central  Manufacturing  Company  for  1922 : 


use. BOO. 00      1 

more  clearly  the  importance  of  this 
ear  period,  as  follows : 

leir                     3«la« 

Ownad 
Capital 

me           1500,000.00 

ISie                    550,000.00 

1930  350,000.00 

1931  700,000.00 
IBIS                    B91,000.00 

■336,000.00 
335,500.00 
347,500.00 
130,000.00 
155,600.00 

Httio 

.63  bo  1 

.9*  to  1 

.01  to  1 

.56  to  1 

.96  to  1 

t  Mj  s^aiogle 


In  this  comparison  for  five  years  you  see  that  sales  are  increasinff  faster 
than  is  the  ovmed  capital  employed.  The  year  of  1920  makes  a  very  poor 
showing,  but  the  indication  for  the  five-year  period  is  that  the  capital  is 
well  invested  in  producing  sales. 

A  business  man  is  mostly  interested  in  securintr  the  hitrhest  possible 
earning  power  out  of  the  owned  capital.  The  increase  of  the  ratio  of  Sales 
to  Owned  Capital  from  1.53  to  1.95  is  very  encouraging  and  significant. 

When  the  maximum  earning  power  of  the  owned  capital  has  been  estab- 
lished it  will  tend  to  remain  constant,  which  is  a  standard  of  importance 
in  future  financing. 

This  ratio  may  be  applied  to  any  class  or  form  of  business  with  equally 
accurate  results.  Unlike  many  other  ratios  which  require  certain  uni- 
formity of  values  in  order  that  accurate  results  may  be  obtained,  this  ratio 
may  be  applied  under  any  condition.  The  result  obtained  from  its  use  may 
be  influenced  by  the  following  factors : 

1.  Increase  or  Decrease  of  Paid-in  or  Earned  Capital. 

2.  Losses  sustained  from  operations  or  other  sources. 

4.  Ratio  of  Sales  to  Noncurrent  Assets.  There  is  a  tendency  in  most 
businesses  to  retain  a  certain  amount  of  their  surplus  for  the  purpose  ot 
making  additions  to  their  plant  or  for  improvement  and  extensions.  Such 
a  policy  should  only  be  followed,  however,  when  the  requirements  of  the 
business  are  such  that  a  more  extensive  plant  is  profitable.  ITie  ratio  of 
Owned  Capital  to  Noncurrent  Assets,  as  pointed  out  under  the  static  ratios, 
serves  as  a  basis  for  indicating  whether  earnings  are  being  retained  in  the 
form  of  permanent  investment. 

A  test  is  needed  to  show  the  profitableness  of  such  investment,  however, 
and  that  is  found  in  the  ratio  of  Sales  to  Noncurrent  Assets.  A  compari- 
son for  a  period  of  years  would  serve  as  a  basis  of  ascertaining  the  mini- 
mum and  maximum  production  ratio  on  the  basis  of  a  uniform  investment 
in  noncurrent  assets. 

A  fluctuation  in  price,  however,  occurring  over  a  period  of  years,  would 
have  to  be  considered  in  connection  with  the  use  of  this  ratio.  Suppose, 
for  example,  the  prices  had  remained  uniform  for  a  period  of  five  years, 
with  a  uniform  volume  of  sales,  and  that  during  the  following  year  prices 
increased  by  an  average  of  25  per  cent.  The  sales  for  this  year  would  then 
amount  to  125  per  cent  of  those  of  the  previous  five  years.  How  would 
this  condition  affect  the  ratio? 

The  increase  of  25  per  cent  would  necessarily  denote  an  increase  in 
value,  but  not  an  increase  in  volume.  Therefore,  if  this  ratio  is  to  be  used 
as  a  reliable  basis  for  comparison,  the  ratio  of  actual  quantities  must  be 
compared  with  that  of  the  values,  and  due  consideration  should  be  given 
to  any  fluctuations  in  prices  which  may  have  occurred. 

Inasmuch  as  it  would  be  impossible  in  many  instances  to  ascertain 
quantities,  the  better  plan  would  seem  to  be  to  note  the  fluctuation  in  price 
and  adjust  the  sales  figure  by  eliminating  the  increase  in  price.  The  ad- 
justed figure  would  then  reflect  an  increase  in  volume,  and  might  safely 
be  used  in  determining  the  ratio  of  Sales  to  Noncurrent  Assets. 

Assignment  80,  Page  14  li  ^cl  by 


Google 


The  formula  for  this  ratio  would  be: 

Salai  Uei.OOO.OO    3.77 

" ,  or  a. 77  to  1 

loDcarrtnt  Aaaata  tS31,S0O.0O   1 

Sales  are  not,  of  course,  dependent  upon  the  capital  invested  in  fixed 
assets,  but  there  is  a  fairly  de^nite  relation  between  the  investment  nec- 
essary for  production  and  the  volume  of  sales  produced  in  any  line  of 
buBiness. 

The  ratio  of  Sales  to  Noncurrent  Assets  may  be  applied  to  those  kinds 
of  businesses  which  are  compelled  to  employ  a  part  of  their  capital  in 
fixed  or  producing  properties.  For  example,  companies  operating  mines, 
oil  wells,  and  producing  lumber  must  have  a  certain  amount  of  capital  in- 
vested in  lands  or  leases.  A  manufacturing  company  must  own  machinery 
and  equipment  suitable  for  the  manufacture  of  its  product.  On  the  other 
hand,  a  wholesale  or  retail  business  may  be  operated  in  rented  properties 
with  a  comparatively  small  expenditure  for  equipment.  These  points  must 
be  taken  into  consideration  when  making  use  of  the  ratio. 

The  Application  of  Ratios  to  an  Abnormal  Business  Condition.     The 

Eastern  Manufacturing  Company  will  be  used  to  illustrate  an  abnormal 
condition.  This  concern  contemplates  an  enormous  growth  in  business  in 
the  near  future  and  therefore  expends  a  large  amount  of  its  working  capi- 
tal for  the  purchase  of  additional  buildings  and  plant  equipment.  The 
magnitude  of  its  plant  extensions  far  surpasses  the  present  requirements 
and  there  is  reason  to  beUeve,  owing  to  prospective  economic  conditions, 
that  the  greater  part  will  never  be  used  by  the  enterprise. 

The  corporation  may  obtain  a  small  amount  of  borrowed  capital  from 
banks  or  perhaps  a  greater  amount  thru  the  issue  of  first  mortgage  bonds. 
In  either  case  the  amount  received  will  be  inadequate  to  finance  future 
operations,  hence  the  corporation  will  experience  financial  difiSculties.  An 
exceptional  change  in  economic  conditions  may  bring  reUef,  but  this  is 
only  a  possibility  that  may  develop.  The  comparative  balance  sheet  shown 
in  Figure  2  illustrates  this  condition. 

Use  of  Static  Ratios.  A  careful  study  of  the  two  balance  sheets,  De- 
cember 31,  1921  and  1922,  reveals  an  exceptional  decrease  in  the  current 
assets  with  a  Corresponding  increase  in  the  fixed  properties. 

The  changes  in  ratios  denote  a  similarity  in  amount  between  the  de- 
in  current  and  increase  in  fixed  assets. 


The  degree  of  change  in  the  ratios  appears  to  be  about  equal,  as  re- 
vealed in  the  following  comparison; 

Ratio  of  Current  Aaaata  to  Current  Llibilltiea: 

Deceibar  II,  1S31 SAW  to  1 

Dacambar  31,  1933   1.003  to  1 

Dacraaaa 3.4t8 

Ratio  of  Onad  Cipiul  to  Fiiod  iiaota: 

Dacambar  31,  1931 8.88    to  1 

Dacambar  31,  1933 1.007  to  1 

Dacraaaa 2.378 


Use  of  Vdodty  Ratios.  A  careful  survey  of  the  changee  occurring:  in 
the  fixed  Asset  Accounts  durin^r  the  year  of  1922  discloses  an  increase  of 
$799,500.00.  As  stated  above,  the  company  expended  vast  amounts  of 
capii^  for  fixed  properties,  far  in  excess  of  the  actual  requirements,  thus 
depleting  its  working  capital.    This  expenditure  was  made  in  anticipation 


The  Itatira  Htnaf*ctaring^Ci»paiir 
COMFAUTm  BiUICB  8BBR.  Dacubtr  SI,  1931  tnd  1931 

isam 
CimBMT  A3sns 

CtBh  on  Btnd  tnd  in  Bank  .   . 
iciounta  RacelTtbla — Trada  , 
iDTBDtoriaa: 

1931    '" 

f      38,000.00 
575,000.00 

835,000.00 
350.000.00 
150,000.00 

t    735,000.00 

t 

s 

• 

1933 

11,000.00 
300,000.00 

300.000.00 
150,000.00 
50,000.00 

400,000.00 

811,000.00 

lacraai* 

*D«Gr«aa« 

••  19,000.00 
•376,000.00 

•135,000.00 
•100,000.00 
•100.000.00 

Total  InTtntoriaa.   .   . 

••335,000.00 

11,836,000.00 

S      30,000.00 

•    300,000.00 
175,000.00 
10,000.00 
16,000.00 
100,000.00 

••716,000.00 
•  130,000.00 

nilD  U8RS 

land 

BoildiBBa 

s 

190.000.00 

•800,000.00 
400,000.00 
10.000.00 
16,000.00 
135,500.00 

•800,000.00 
336,000.00 

•35,600.00 

hiniilota  and  Fiiturai  .   .   . 
L*M  Raaarra  for  Dapraclation 

ToUl  Flzad  iaa«ta 

DIRBUD  CUB0I8 

InauraacB,  SutioMir  and  Offi 

eeSupplia 

S    300,000.00 

•  880,000.00 

•  4,000.00 

•1,099.800.00 
•1,340,500.00 

•  799,500.00 

•  SIB. 600. 00 

• 
•1 

7,000.00 
887,600.00 

•      3.000.00 

11,680,000.00 

I  307,500.00 

Fisnn  2.    This  coinpantive  balance  sheet  illnstrates  how  a  jpolicy  of  expansion  may 
cause  the  current  assets  to  be  expended  in  fixed  properties  and  thus  decrease  the  funds 
available  for  working  capital.    The  statement  is  prepared  according  to  the  method  out- 
lined in  Aasignment  29.    The  form  directly  opposite  is  part  of  this  statoment. 

of  an  increase  in  sales,  or  based  on  what  seemed  to  be  an  increasing  de- 
mand. On  account  of  economic  conditions  the  new  equipment  was  never 
used  to  the  full  capacity  and  extent  for  which  it  was  intended.  Thus  the- 
company  had  practically  all  of  its  owned  capital  invested  in  fixed  proper^ 
ties,  without  the  prospect  of  an  increase  in  sales  after  the  additional 
facilities  had  been  acquired. 

The  business  man  is  particularly  interested  in  determining  the  produc- 
tivity of  his  fixed  properties.  After  arriving  at  a  standard  or  average 
ratio,  or  possibly  attaining  a  high  mark  in  production,  he  will  subse- 
quently seek  to  maintain  t^s  average. 
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An  average  ratio  is  also  valuable  in  outlining  a  conservative  construc- 
tion program.  A  firm  or  corporation  marketing  a  staple  product  and 
having  maintained  an  average  ratio  of  3  to  1  over  a  period  of  ten  years, 
could  reasonably  expect  to  continue  operations  on  this  basis.  In  such  cases 
additions  may  reasonably  be  justified  on  a  well  defined  schedule  of  sales. 


Ih«  laatBm  MannfacturiDB  Conpaor 
'                        CCWlUIin  BiUICI  8EIET.  DacMibtr  31,  1831  ind  1933 

LIABILItlBS  AID  CAPITiL 
:ORBEn  LUBILI1II3 

■oua  Payabla— Bank! 

lecounii  Farabla: 

1931 

1    100,000.00 

C    2S0, 000.00 
S. 000. 00 

1    SBS.OOO.DO 

•      10,000.00 
3,500.00 
1,000.00 

18S3 
•    100,000.00 

Incraaaa 
'Daeraaia 

1  330,000.00 

S    too, 000. 00 
8,000.00 

Tolal  Aceounta  Pajabia   

Accrual!: 

!!««" 

Taiae   

Iniaraal  

ToUl  AccrualB 

total  Currant  Llabilitlaa 

GAPIIiL 

Capital  Stock 

Sursloa 

1    498,000.00 

C        8,000.00 
G, GOO. 00 
1,000.00 

1  380,000.00 

•1    3,000.00 
3,000.00 

.  g      U.EOO.OO 

1       14,600.00 

879,600.00 

809,600.00 

11,000.000.00 
368,000.00 

330,000.00 

.  U, 000. 000. 00 
.        380,600.00 

*l  33,800.00 
*$  33,600.00 

•1,280,600.00 

11,368,000.00 

11,860,000.00 

■1,887,600.00 

•  307,600.00 

Ficnre  2A.   This  form  ia  ft  part  of  Figure  2  on  opposite  pftge.    In  it  is  shown  the  rigtit- 

hauid   Bide   of  tbe  comparaUve   balance  sheet.    Aaterisks   before   amounts   indicate 

dednctiona. 

Practical  Use  of  Ratios.  Thus  far  in  the  assignment  we  have  presented 
the  relative  value  of  individual  ratios.  It  is  important  to  remember  that 
a  still  greater  value  attaches  to  the  ratios  if  they  are  used  collectively  in- 
stead of  individually.  If  the  purpose  may  be  served  best  by  the  collective 
use  of  ratios,  the  statements  should  be  prepared  and  arranged  accordingly. 
When  the  statement  is  to  be  used  for  credit  purposes  the  various  ratios 
properly  applied  will  aid  materially  in  establishing  the  relationship  of  the 
accounts.  For  the  purpose  of  a  stockholder  some  of  the  ratios  would  ob- 
viously be  of  less  significance. 
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MAIN  POINTS  IN  THIS  ASSIGNMENT 

The  more  important  points  brought  out  in  this  assignment  may  be 
bridly  summarized  as  follows: 

First.  An  analysis  of  financial  statements  should  produce  the  following 
information: 

1.  AbiUty  to  Meet  Obligationa 

2.  Security  or  Valoe  Back  of  Owner's  Int«r«tt 
8.  Profit  FoBsibiUties 

Second.    Major  factors  entering  into  an  analysis  are: 

1.  Fixed  Capital  4.  Liquid  Stren^rth 

2.  Working  Capital  6.  Owned  Capital 

8.  Reserve  Strength  6.  Borrowed  Capital 

Third.   The  ratios  may  be  divided  into  two  groups  as  follows: 
Statics 

1.  Ratio  of  Current  Assets  to  Current  Liabilities 

2.  Ratio  of  Receivables  to  Inventories 
S.  Ratio  of  Debt  to  Owned  Capital 

4.  Ratio  of  Owned  Capital  to  Noncurrent  Assets 
Velodty: 

1.  Ratio  of  Sales  to  Receivables 

2.  Ratio  of  Sales  to  Inventories 

8.  Ratio  of  Sales  to  Owned  Capital 
4.  Ratio  of  Sales  to  Noncarrent  Assets 

Fourth.    Ratios  may  be  termed  the  "pulse  of  a  business." 
The  corrent  ratio  may  recede  as  a  result  of: 

1.  Inability  to  Li<fuidate  Current  Asset 
Current  Liabilities 

2.  Conversion  of  Carrent  into  Fixed  Assets  thru  Capital  Additions 
It  increases  ordinarily  as  a  result  of: 

1.  Increase  In  Sales 

2.  Cash  Contributions  by  the  Stockholders 

8.   Cash  Received  thru  Sales  of  Stock  or  Bonds 

Fifth.  The  ratios  between  years  may  be  materially  changed  by  conversion 
of  current  into  fixed  assets. 

Sixth.  Ratio  of  Merchandise  to  Sales  is  directly  affected  by  method  of 
pricing  inventories,  fluctuation  in  sales,  prices,  etc 

Seventh.  Inventory  of  retail  merchant  presents  a  peculiar  problem  in. 
method  of  pricing. 

Eighth.  Sales  may  fluctuate  even  tho  the  net  worth  irmy  remain  perma- 
nent. Change  in  prices  affects  relative  value  of  ratio  of  Sales  to  Net 
Worth. 

Ninth.  Ratio  of  Sales  to  Noncurrent  Assets  is  of  especial  value  in  outlining 
future  policies. 
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PROBLEMS  TO  BE  SOLVED  WITH  ASSIGNMENT  80 

Prepare  and  send  in  solutions  for  the  following  two  problems: 

1.  1'he  following  post-closing  trial  balances  of  the  Elmwood  Manufac- 
turing Company  were  taken  from  the  general  ledger  on  December  31, 1921, 
and  1922. 


Trill  BtUncag 
ELWOOD  UUniFACmilG  CO.,  DecambBr  SI,  1S31,  ind  1633 

I93I 
Detits 

Cisb •  10,000.00 

Accounti  Eacsifablg  .150,000.00 

Hottt  R«<:«i*abla 15,000.00 

Cradita 

1932 
DabiiB             Credits 
•  13,500.00 
152,000.00 
15,000.00 
375,000.00 
35,000.00 
35.000,00 

iDTaataanta  35,000.00 

Una 35,000.00 

Machinar;  176,000.00 

SluipfflBot  80,000.00 

iutoDobila  Trucka  10.000.00 

Furnitura  aad  riituraa 15,000.00 

Prapaid  Ineuranca  3,000,00 

Baaarve  for  Depraelation 

Hotaa  Payable   

1  30.000.00 

70,000.00 

85,000.00 

6,000.00 

7,000.00 

1,000,00 

«0,000.00 

300,000.00 

109,000.00 

300,000.00 
35,000.00 
10,000.00 
15,000.00 
3,500,00 

1  48,750.00 

65.000.00 

75,000.00. 

S. 500. 00 

7,500.00' 

900.00 

400,000.00 

200,000,00 

139,380.00. 

1933,000.00 

Capital  Stock,  Ccmoa 

Capital  StDck.  Prefarrad 

Surplus 

1907,000.00 

SBD7.000.00 

ggss .000.00 

The  Accounts  Receivable  at  the  close  of  each  period  contain  the  follow- 
ing items 

1031  1933 

Trad*  CuBtoiiera 1130,000.00  SISO.OOQ.OO 

idfaocas  on  Porcbaaaa  16,000.00  10.000,00 

Officara 5,000.00  3,000.00 

Tsui  Aceounta  Bacal*abla 1150,000.00  1133,000.00 


The  inventories  are  composed  of  three  classes: 

Raa  llatarlali tl7S,000.00  S1BO,DOO.OO 

Work  lo  ProcasB  75,000.00  80,000.00 

FiBiahad  Goods 50,000.00  45,000.00 

loUl  ItnintorfaB tSOO.OOO.OO  1375,000.00 
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The  Accounts  Payable  contain  the  following 


1B31       1933 
.  g  BO.OOO.OO  I  73. BOO, 00 
G.OOO.OO    3,600.00 


loUl  Accoanti  Piyibla I  BS,000.00  •  TB,000.00 

From  the  trial  balances  and  the  supplementary  facts  you  are  asked  to 
prepare: 

(a)  A  comparatiTe  balance  sheet  as  of  December  31, 1921,  and  1^2. 
<b)  Compute  and  tabulate  the  following  for  December  SI,  1922: 

1.  Fixed  Capital 

2.  WorMng  Capital 

5.  Reserve  StreiiEth 
4.  Liquid  Stren^ 

6.  Owned  Capital 

6.  Borrowed  Capital 

(c)  Compute  the  static  ratios  for  December  31, 1922. 

2.  The  Southwestern  Hardware  Company  experiences  financial  difficul- 
ties due  to  a  shortage  in  working  capital.  The  following  balance  sheet  is 
prepared  and  submitted  to  their  bankers  with  the  idea  of  securing  a  loan. 


Ths  3oulha«iterD  Hirdvirs  ConpSD; 
UUHCB  SBBET,  DflCsabBr  31,  1B33 

433813 

C«Bh 

Account*  RecBiTibla.   .   . 

InvBuWry 

Buildinea 

Equipment 

Prepiid  lasursnee.    .   .   . 

.    .  •  10,000.00 
.    .     300,000.00 
.    .     300,000.00 
.   .     300,000.00 
.    .       30,000.00 
.    .         1,000.00 

LIABILITIES  AHD  CAPITAL 
Iot«»  PiJ»l)l« 

Accounts  Pijabla  

1300,000.00 
350,000.00 
lO.OOO.OO 
50,000.00 
300,000.00 
31,000.00 

BflBerre  for  Dspwclition  .   . 

Ctpitil  Stock 

SurploB 

S731,00O.OO 

•731,000,00 

In  addition  to  this,  the  company  furnishes  a  profit  and  loss  statement 
for  the  three  years,  ended  December  31,  1922.     (Shown  on  j»age  21.) 

On  January  2,  1923,  the  bank  decided  to  grant  a  loan  of  $200,000.00  to 
the  Southwestern  Hardware  Company.    One-half  of  this  loan  is  covered  by  . 
a  mortgage  on  the  buildings.    The  balance  of  this  loan  is  given  for  not^ 
of  the  company  which  will  mature  within  one  year. 

The  bank  credits  the  $200,000.00  to  the  account  of  the  Southwestern 
Hardware  Company.  On  January  3  the  company  pays  $175,000.00  of  its 
accounts  payable. 
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Sauthwaitani  Hirdwars  CoBptDy 

pflom  UD  was  swrann,  for  1930,  ibsi  md  1033 

1030 

1S31 

1750,000.00 
610,000.00 

1140,000.00 

1933 
1730,000.00 
eOE.000.00 

i 

gl3G ,000.00 

Selling  Eipsnsei; 

•  35,000.00 
37,600.00 
15,000,00 

g  77,500.00 

163,500.00 

g  35,000.00 
35,000.00 
13,000.00 

g  73,000.00 

■at  Inding  Profit 

AdBlDlitrativa  and  Ganartl  liienata: 
Dfficarf'  Saliriaa 

.   .  S  SO, 000. 00 

g  63,000.00 

.   .  S  30,000.00 

g  17,000.00 
4,000.00 
800.00 
3,000.00 
1,750.00 
350.00 
3,500.00 

g  17,000.00 
3,000.00 

900.00 
1,800.00 
1, COO. 00 

300.00 
1,300.00 

Telaphona  and  Talasripb  

1,000.00 

laiaa  

Inaurancs  

l.SOO.OO 
300.00 

Total  idatinUtntiT*  Bifansaa 

.  S  33,700.00 

g  38,300.00 
•  34,300.00 

g  35.800.00 

g  37.300.00 

From  these  facts  you  are  asked  to  prepare  the  following: 

<a)  A  classified  balance  sheet  as  of  December  SI,  1922,  immediately 
before  the  loan  was  negotiated. 

(b)  A  classified  balance  sheet  as  of  January  3,  1923,  after  the  new 
capital  and  the  payment  of  the  accounts  payable  have  been  re- 
corded. 

(c)  Compute  the  static  ratios  for  both  balance  sheets. 

(d>  Compute  the  velocity  ratios  at  the  close  of  each  of  the  three 
years,  using  the  following  amounts,  in  addition  to  the  state- 
ments presented  above. 

1B30  IS31 

IceacDta  RacaltibU 1300,000.00  t3EO,000.00 

laTanlDiT      ISO.OOO.OO  350.000.00 

latYorth 306,000.00  331,300.00 

loncurrant  Aaaeti  140,000.00  160,000.00 

Draw  any  eondusioDs  as  to  facts  or  tendencies  disclosed  by  these  ratios. 
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